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Evidence of the Value of Patents 


By FREDERICK LEON PEARCE* 


URING the past two years the Board of Tax 

Appeals has been called upon in a number of 

cases to pass on the question of the valuation 
of patents under various sections of the revenue acts. 
A wide variety of evidence and formulae have been 
presented, some of which have been accepted while 
in other proceedings the evidence introduced has been 
determined to be insufficient to sup- 
port the burden of proof. 


It would be impossible, within the 
scope of a short presentation, to dis- 
cuss all the evidence introduced be- 
fore the Board in cases involving 
patent valuations. The present article 
will, therefore, be confined to an ef- 
fort to elicit from the published opin- 
ions of the Board just what evidence 
was accepted as determinative of the 
value of the patents in particular 
cases. 

In the Appeal of Bockhoff (3 B. T. 
A. 560) the question of valuing a © 
one-fifth interest in the royalties paid 
upon a patent acquired by gift was in 
issue. A witness familiar with the 
particular machine covered by the 
patent in question testified to the 
minimum sales that should be made 
over the remaining life of eleven 





the patents and competent to arrive at a value there- 
for. Other witnesses with similar qualifications stated 
that they endeavored to buy some of the stock at par. 
The value of the application was determined to be 
worth the par value of the stock issued for it. 

In Autovent Fan & Blower Co. (5 B. T. A. 282), 
several qualified witnesses gave their opinions as to the 
value of the patent. The Board de- 
termined that the value placed upon 
the books of the petitioner at the time 
of acquisition (somewhat lower than 
the opinion valuations) was proper. 

It was shown in Mereen-Johnson 
Machine Co. (5 B. T. A. 400) that 
the sales of patented articles were 48 
per cent of total sales; the tangible 
assets, net income and sales being set 
out for five years preceding the basic 
date. The value found by the Board 
appears to represent approximately 
50 per cent of average net income in 
excess of 10 per cent earnings allo- 
cated to tangibles, capitalized at 20 
per cent, after the formula set out 
in. A. R. M. 34 (2 C. B. 31). 

In the Appeal of the Nice Ball 
Bearing Company (5 B. T. A. 484) 
two groups of patents are valued. 
Two men who were inventors and 





years. From this the total royalties 
that could reasonably have been anti- 
cipated were computed. The value 
determined was approximately 50 per cent of such 
total royalties, apparently arrived at by discounting the 
aggregate sum. 


That an application for a patent is property for which 
a valuation is allowable for tax purposes, is announced 
by the Board in Individual Towel & Cabinet Service 
Co. (5 B. T. A. 158). The application had been paid 
in for stock in the company. One witness testified that 
he offered to buy 51 per cent of the stock at par and 
was willing and able to buy the entire issue at the 
same price. He was in the same business, familiar with 


_,"Member of the District of Columbia Bar and co-author of 
a and Procedure Before the United States Board of Tax 
Ppeals.”’ 
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produced part of the patents in ques- 
tion testified that they could estimate 
the growth and expansion of the in- 
dustry. They had placed the values upon the patents in 
the reorganization. Subsequent earnings which were 
sufficient to pay 8 per cent on all tangibles and amortize 
the patent value within five years were accepted as 
corroborating their foresight in valuation. 

Special mention is made in Burke Electric Company 
(5 B. T. A. 553) of the fact that the device was so 
thoroughly basic in character as to be almost revolu- 
tionary in the industry. Because of litigation which 
deferred the benefit to the petitioner from the patents, 
some of which were issued in February, 1913, earnings 
up to the year 1921 were accepted as evidentiary of the 
valuation on March 1, 1913. This was taken, how- 
ever, in support of the values which the inventor and 
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his associates placed upon the patents. 

In the Appeal of Crowell Corporation (5 B. T. A. 
737) process patents were under consideration. The 
testimony disclosed the savings in time and material 
by- use of the processes, the latter being stated in terms 
of production and dollar saving. Since this was prac- 
tically all the evidence considered in the opinion, the 
value found is undoubtedly predicated on the basis of 
the savings. The savings in manufacturing costs were 
considered important evidence in the Appeal of Hoe & 
Company (7. B. T. A. 1277) when coupled with testi- 
mony as to the position which the patents gave the 
petitioner in its field and as to the profits resulting 
from their use. 

The value of the patents of the Buffalo Forge Com- 
pany (5 B. T. A. 947), apparently in the absence of 
other evidence acceptable to the Board, is held to be 
equal to the amounts expended by the petitioner in 
perfecting and developing the patent, depreciated to the 
basic date. This principle is extended in Electro Mag- 
netic Tool Company (7 B. T. A. 290) to accepting 
the predecessor’s cash investment in the patent, evi- 
denced by the capitalized development expenses, in de- 
termining the value of the patent. 

A rule is laid down in Keller Mechanical Engineer- 
ing Corporation (6 B. T. A. 990) that “the use of sub- 
sequent earnings for the determination of an asset 
value, at any basic date, is justified, if from past ex- 
perience and facts definitely known at the time, such 
earnings might reasonably have been anticipated.” _ 

An unusual situation is presented in Grelck Con- 
densed Buttermilk Company v. Commissioner (7 B. 
T. A. 79), in which a valuation of a license agreement 
for the use of patents is considered. The testimony 
comprised the opinion of the men who produced the 
patent together with the facts relating to a subsequent 
license agreement. This evidence is characterized by 
the Board with the remark that “neither of these 
classes of evidence can be rejected as having no pro- 
bative value,” since in the later licensing agreement 
the owners were dealing with strangers. 

In Simmons Company v. Commissioner (8 B. T. A. 
631) the respondent apparently contended, for the 
first time, that in a valuation of ‘patents based upon 
the earning of the company, a deduction must be made 
from the valuation arrived at for an amount attributable 
to good will. The opinion of an expert witness as to 
the value of the patents was apparently accepted by the 
Board where a formula, based upon earnings of four 
years prior and one year subsequent to the basic date, 
left a wide margin of valuation to be attributed to 
good will. . 

A wide variety of evidence was introduced in the 
Appeal of the Owens Bottle Company (8 B. T. A. 
1197) in support of the value of an exclusive license 
agreement. In the opinion the importance of the pat- 
ents and their influence on the industry is stressed and 
the fact being established that the future royalties 
could have clearly been foreseen these expected earnings 
are discounted to arrive at the valuation found. Again 
in re the Estate of Hoffman (8 B. T. A. 1272) the 
progressive increase in earnings before the basic date 
being shown, subsequent earnings are accepted as the 
basis of the valuation found. 

In the case of Wiggington (9 B. T. A. 1030), an 
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offer to buy the patents was made in January, 1913, and 
rejected. The steps taken to develop the market for 
the product prior to March 1, 1913, together with the 
subsequent history of the earnings of the patent, are 
accepted by the Board in a finding of value in excess 
of the amount offered for the patent. 


The dealings in the stock of the petitioner were 
considered important in the Deck Clamp Tank Co. v. 
Commissioner (10 B. T. A. *) in connection with the 
value of the patent. A number of the original in- 
vestors, who were experienced in the business and 
familiar with the advantages of the device and the im- 
provement it represented in the industry, had testified. 
The Board said that “ordinarily sales of stock are not 
proof of the value of the assets behind the stock but in 
the instant case the investment in the stock of the peti- 
tioner had a direct relation to the value of the patent 
and many of the investors, if not all of them, certainly 
did place a value on the patent” in the purchase of the 
stock. 

In the recent case of Lisk Manufacturing Company 
v. Commissioner (10 B. T. A. *), promulgated March 
23, 1928, an anomalous result is reached. A much 
lower value is found for the American patent on March 
1, 1913, than that determined. for invested capital pur- 
poses for the patent application at its acquisition by 
the petitioner in 1907. In valuing the latter the Board 
considered the subsequent sales and profits of the pat- 
ented articles from 1908 to 1925, which showed total 
profits of three times the value attributable to the patent 
application when it was purchased. The value on March 
1, 1913, is apparently based upon the royalties reason- 
ably to be expected from the average sales for the five 
prior years. The Board points out, however, that 
valuing the patent as the present worth of the expected 
royalties is unsatisfactory since the one who pays a 
royalty takes little risk in the event the patent is un- 
successful. One buying the patent and taking the risk 
would pay less than the discounted royalty value. The 
value was found as equalling five years expected royal- 
ties, i. e., those for one-third of the remaining life, 
which amount is approximately one-third of the cost 
value found. It will be interesting to note whether 
the exhaustion of the amount by which cost exceeded 
the March 1, 1913, value is allowed as a deduction from 
income in the final settlement of this proceeding. 

An effort to summarize the varied evidence accepted 
by the Board in the cases analyzed leads to the follow- 
ing conclusions. Positive testimony as to the basic 
nature or importance of the patent, the advance in the 
industry represented in the invention, or the favorable 
position the patents gave the owner in his field, assists 
the Board in reaching the conclusion that the patent is 
valuable. The savings in time, material and manufac- 
turing costs by use of a process or machine are accepted 
as indicative of the value of the covering patent. Testi- 
mony as to the development of the market for the prod- 
uct at the basic date appears to add support to the more 
tangible evidence in figures. . 

in the final determination of a specific value the 
opinion evidence of men qualified by experience to place 
a definite value on the patent seems to be most fre- 
quently accepted. Where the exact valuation of the 
(Continued on page 192) 


~ *Not yet reported. 
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VERY Federal income and profits tax act dis- 
iz criminates between various classes of taxpayers. 
In particular I refer to the discrimination be- 
tween corporations, partnerships, and individuals. The 
earliest act, that of 1913, you will recall, imposed a 
normal tax of one per cent upon the net income of 
individuals, with a graduated “additional tax” ranging 
from one per cent to six per cent. The same law im- 
posed a tax of one per cent upon the net income of 
corporations. Thus, at the very outset, taxpayers were 
faced with a discrimination, and in all probability many 
of them took occasion to adjust their 
financial organizations to meet the 
discrimination. Congress must have 
foreseen this, for the Act contained 
a provision imposing an additional 
tax upon the individual’s pro rata 
share of corporate income which was 
accumulated beyond the reasonable 
needs of the business for the purpose 
of preventing the additional tax 
upon its stockholders. Every sub- 
sequent revenue act contains some 
provision or other to prevent the 
avoidance of surtaxes. The method 
used has varied. In some cases a 
tax or penalty has been placed upon 
stockholders. In other cases, the tax 
or penalty for failure to distribute its 
profits has been placed upon the cor- 
poration. The latter method is used 
in the Revenue Act of 1926 in a sec- 
tion which needs no introduction, and 
which is known as Section 220. For 
convenience, in this discussion, that statute is quoted 
in full. 


Sec. 220. (1) If any corporation, however created or organ- 
ized, is formed or availed of for the purpose of preventing the 
imposition of the surtax upon its shareholders through the 
medium of permitting its gains and profits to accumulate instead 
of being divided or distributed, there shall be levied, collected, 
and paid for each taxable year upon the net income of such 
corporation a tax equal to fifty per centum of the amount 
thereof, which shall be in addition to the tax imposed by sec- 
tion 230 of this title and shall (except as provided in sub- 
division (d) of this section) be computed, collected, and paid 
upon the same basis and in the same manner and subject to the 
same provisions of law, including penalties, as that tax. 


(b) The fact that any corporation is a mere holding or in- 
vestment company, or that the gains or profits are permitted 
to accumulate beyond the reasonable needs of the business, shall 
be prima facie evidence of a purpose to escape the surtax. 


(c) When requested by the Commissioner, or any collector, 
every corporation shall forward to him a correct statement of 
such gains and profits and the names and addresses of the 
individuals or shareholders who would be entitled “to the 
same if divided or distributed, and of the amounts that would 
be payable to each.” 


(d) As used in this section the term “net income’ means 
the net income as defined in Section 232, increased by the sum 


*Certified Public Accountant, Wis.; Member of New York Bar; 
Asst. Professor of Accounting, School of Business, Columbia Uni- 
versity ; in charge of Tax Department of Greene & Hurd, Coun- 
sellors at Law, New York. Article reprinted through courtesy of 
The Accounting Review. 
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of the amount of the deduction allowed under, paragraph (6) 
of subdivision (a) of Section 234, and the amount of the 
interest on obligations of the United States issued after Sep- 
tember 1, 1917, which would be subject to the tax in whole or 
in part in the hands of an individual owner. 

All of the Commissioners of Internal Revenue from 
1913 up to 1927, have shown a rare discretion in mak- 
ing no attempt to enforce the provisions of the revenue 
acts relating to unreasonable accumulations. A con- 
siderable amount of agitation early in the -year 1927, 
however, principally upon the part of Congressional 
members, led to an investigation, and the Commissioner 
of Internal Revenue now proposes to 
enforce Section 220. 

You will observe that the penalty 
of Section 220 is imposed upon any 
corporation which is formed or 
availed of for the purpose of prevent- 
ing imposition of surtaxes upon its 
stockholders. The penalty is fifty 
per cent of its net income plus divi- 
dends and other exempt income. 
This is a very severe penalty. In an 
actual case, the proposed penalty 
works out to fifteen times the surtax 
avoided. The Committee of the Na- 
tional Tax Association on Simplifica- 
tion of the Income Tax aptly calls 
this “the cracking of nuts with a 
sledge-hammer.” 

Congress must have realized the 
difficulties attendant upon the proof 
of such a purpose. For this reason 
the statute creates three presumptions 
as follows: 

1. A holding corporation. 
2. An investment corporation. 


3. The accumulation of gains and profits beyond the reason- 
able needs of the business. 


These presumptions are, of course, subject to 
rebuttal. 

The section raises some interesting questions of con- 
stitutional law. In fact, there is considerable doubt as 
to its constitutionality, although there is not much doubt 
as to its general badness. The penalty is discriminatory 
and excessive; discriminatory because the penalty is 
the same whether the unreasonable accumulation is 
large or small; excessive because the penalty may be 
many times the surtax avoided. Further, it is difficult 
to determine upon whose part the purpose of avoiding 
surtaxes must exist. If, for instance, such a purpose on 
the part of some of its stockholders is in violation of 
the section, the corporation is penalized for the acts 
of part of its stockholders. As you know, the law has 
always drawn a clear line of demarcation between the 
corporation and its stockholders, and in view of the 
great importance of the corporate form in the develop- 
ment of business, it may be that the section will be held 
illegal as violating the principle that the corporation 
and its shareholders are entirely separate and distinct. 

I am not, however, concerned here with the constitu- 
tionality of the section. I wish also to eliminate any 
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consideration of the holding corporation and the in- 
vestment corporation and the presumption of a purpose 
to avoid surtax in connection with the mere existence 
of these corporations. Finally, I am not concerned with 
the presumption of guilt’created by an admitted unrea- 
sonable accumulation of gains and profits. What I 
propose to discuss is the problem of corporate accumu- 
lations in relation to the requirements of the business 
with particular reference to the accounting principles 
and procedure involved and with a view to answering 
the question of what is an unreasonable accumulation. 
This question is now an extremely important one to a 
great many corporations. 


Regulations As to “Reasonable” Accumulations 


I think it is worth while to consider first the regu- 
lations of the Commissioner with reference to what 
corporate accumulations are reasonable. In Regulations 
69, it is provided in Article 352 that the business of a 
corporation includes any line it may legally undertake. 
This seems to indicate indefinite possibilities of expan- 
sion, but the regulations go on to provide that any 
radical change in the nature of the business may be 
evidence of a purpose to evade surtax. The article 
mentioned further provides that where all the stock of 
one corporation is owned by another in the same line 
of business, the business of the subsidiary corporation 
is to be considered as part of the business of the parent 
corporation. However, the regulations seem to require 
one hundred per cent stock ownership. 


Article 353 of the same regulations provides that 
consideration should be given’‘to all of the surrounding 
facts and circumstances. Frank statement is then 
made that no attempt can be made to enumerate the 
various ways in which gains and profits may be accumu- 
lated reasonably. Increases in inventories and increases 
in plant are proper accumulations provided they are 
reasonably needed for the business. The same is true 
for funds retained for working capital. The regulations 
provide further that funds accumulated pursuant to 
contractual sinking fund agreements for the retirement 
of bonds represent reasonable accumulations. Banks 
are permitted to increase their loans or to “reasonably 
retain” funds to secure future loans. It is provided in 
general that the financial condition of the corporation 
and the manner in which its funds are invested are de- 
terminative of the reasonableness of its accumulations. 

Altogether, the Commissioner’s regulations are not 
overly helpful, and if there is anything to the section, it 
would seem that business men are left pretty much to 
their own resources in determining how far they may 
go in their accumulations. It is obvious that this is a 
very bad situation. 

I submit that the records and books of account should 
show whether there is an unreasonable accumulation of 
gains and profits and that therefore the problem is one 
of considerable interest to accountants. From experi- 
ence, I know that books of account do not always reflect 
the facts, so I suggest a critical examination of per- 
tinent accounting procedure and a possible restatement 
of the accounting principles involved. 

It is apparent that the reasonableness of corporate 
accumulations may be considered either from the stand- 
point of the asset or the liability side of the balance 
sheet. On the asset side are listed the various rights, 
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properties, and claims which the business has. When 
properly prepared, this side of the balance sheet should 
show the use to which such assets are being put. As 
for such items as inventories, plant machinery, accounts 
receivable, etc., usually no question arises. With such 
items as investments, stocks, bonds, etc., the situation 
is entirely different, and if such items are needed in 
the business, I think the balance sheet should show 
such requirement. Obviously, the only possible unrea- 
sonable accumulation would exist where assets appeared 
for which no need or use could be shown. 

The liability side of the balance sheet shows the 
sources from which the assets were derived. These 
may be as follows: 

1. Creditors (short term). 

2. Creditors—bonds and mortgages. 

3. Depreciation reserve. 

4. Stockholders. 

(a) Contributions (capital stock). 
(b) Earnings not withdrawn as dividends (surplus). 

Assets offsetting creditors’ accounts (long or short 
term) are obviously needed in the business. The depre- 
ciation reserve is usually deducted on the asset side, but 
I have found it necessary to show it on the liability side 
to emphasize the fact that it should be offset by assets. 
I shall refer to this feature of the problem at greater 
length below. The capital stock account usually is rep- 
resented by goodwill or fixed assets and cannot be 
questioned. It is with the surplus account that I am 
chiefly concerned. In this connection there is a concept 
which I could wish was more widely understood, i.e., 
that surplus should represent the amount of corporate 
funds available, not as a matter of law, but as a matter 
of proper corporate finance, for distribution as divi- 
dends. If this concept is a proper one any portion of 
the undistributed earnings which is in fact used in the 
business should be so shown; any unreasonable accumu- 
lation would be reflected in a free surplus account. 




































































Stock Dividends Ineffective 


In connection with the proprietorship section, I think 
mention should be made of the stock dividend. Many 
corporations have declared such dividends under the 
belief that it would avoid the penalty of Section 220 
by wiping out the surplus account. The Commissioner 
has ruled, and I think properly, that a stock dividend 
can have no such effect because the question still re- 
mains—Are the assets actually needed in the business? 
The stock dividend in no way affects the use to which 
assets are put. 

As a rule, I prefer to consider the problem in the 
light of actual investment of funds as shown by the 
asset side of the balance sheet. It is true, however, that 
the proprietorship section should also reflect the reason- 
ableness of accumulations. 

The problem may be best attacked by considering 
the financial condition of the corporation at the time 
of its organization. In general, the asset side of the 
balance sheet will show a certain portion of its funds 
invested in fixed assets and the remaining funds in- 
vested in working capital. The liability side of the 
balance sheet will show the extent to which these funds 
have been obtained by borrowings and the extent to 
which they have been obtained by stockholders’ contri- 
butions. A typical situation at the time of organiza- 
tion is shown below in the following example: 
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TAX REDUCTION DEVICE MANUFACTURING CO. 
220 W. 1926th St. 
Everywhere, U. S. A. 
Balance Sheet Immediately After Organization 
Assets Liabilities and Capital 
Funds to be used for Bonded indebtedness. . $100,000 


working capital....$ 50,000 Capital stock......... 150,000 
Funds to be invested 
in plant and equip- 
NO pois aa ctcce oe 200,000 
$250,000 $250,000 


At the outset I want to consider what seems to me 
to be a very fundamental principle. It is perfectly 
clear that the directors of every corporation employing 
buildings, machinery, and equipment must provide for 
the replacement of such buildings, machinery, and 
equipment as they wear out. This provision should be 
made out of earnings’. The very purpose of our mod- 
ern methods of depreciation accounting is to provide 
for these renewals. As a matter of actual practice, 
corporations handle this situation in two ways. In the 
first place, funds may be specifically set aside and ear- 
marked as depreciation funds. The other method does 
not require the specific earmarking but permits the 
funds to accumulate as part of the general assets of 
the corporation. The income tax regulations recognized 
this function of the cepreciation accounting. In Article 
161 of Regulations 62, it is stated that 

The proper allowance for such depreciation of any property 
used in the trade or business is that amount which should be 
set aside for the taxable year in accordance with a reasonably 
consistent plan (not necessarily at a uniform rate) by which 
the aggregate of such amounts for the useful life of the prop- 
erty in the business will suffice, with the salvage value, and 
having due regard for expenditures made for current upkeep, 


at the end of such useful life to provide in place of the property 
tts original cost. (Italics are author’s.) 


The Board of Tax Appeals in Appeal of Northern 
Hotel Company (3 B. T. A. 1099, at p. 1105) has the 
following to say with reference to depreciation ac- 
counting : 

The purpose of the deduction for losses arising from wear 
and tear and obsolescence is to provide free of tax a fund out 
of earnings and profits, the annual additions to which will at 
the end of the estimated period of the useful life of a property 
equal the cost or the March 1, 1913, value of such property. 


Appeal of Grosvenor Atterbury, 1 B. T. A. 169. (Italics are 
author’s. ) 


The term “useful life” in the foregoing quotation re- 
fers to the expected period of use considering exhaus- 
tion, wear and tear, and obsolescence. The latter term 
includes decline in value due to progress in the arts, 
inventions, improved methods, inadequacy, etc. 

The manner in which the depreciation accounting 
operates to provide funds for the replacement of prop- 
erty is shown by the balance sheet of the hypothetical 
company one year after organization. ; 

Balance Sheet One Year Later 


Assets Liabilities and Capital 
Funds used for work- Bonded indebtedness. .$100,000 
ing capital......... $ 50,000 Depreciation reserve.. 20,000 
Funds invested in Capital stock. ..<.... 150,000 
plant and equip- 
EE. ais tb-sie-cradioe 200,000 
Depreciation fund in- 
vestments ......... 20,000 
$270,000 $270,000 


Assuming that the corporation in question made no 
gain and sustained no loss, and that the depreciation on 


1City of Knorville v. Knoxville Water Co., 212 U. S. 14. 
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its plant and equipment amounted to $20,000, there will 
be funds shown on the asset side of the balance sheet in 
the amount of $20,000 which offset the depreciation 
reserve. Usually the depreciation reserve is deducted 
on the asset side and I have always been in favor of 
that method of presentation. It seems clear, however, 
that we have a situation here in which it may be advan- 
tageous to show the depreciation reserve on the credit 
side. Of course, it is not the usual practice to set up 
depreciation fund investments. As a matter of fact, the 
depreciation fund is often reinvested in the plant. I 
see no escape, however, from the proposition that a 
corporation is entitled to have on hand cash or market- 
able securities in an amount equal to its depreciation 
reserves, if it so desires. 


Directors Have Wide Discretion 

As the corporation operates, the law gives to the 
directors the fullest discretion in determining the ex- 
tent to which funds should be accumulated or distrib- 
uted. In the absence of fraud and bad faith their 
actions cannot be attacked. The law books contain 
many cases where stockholders have sought to compel 
the distribution of dividends, but the cases in which 
they are successful are extremely rare. The case of the 
famous Ford Motor Car Company of Detroit, Michi- 
gan, happens to be one of the few in which the stock- 
holders succeeded in compelling the distribution of the 
dividends. A reading of that case (204 Mich. 459), 
however, indicates clearly that the directors have the 
widest discretion, and in that case the directors were 
allowed to set aside some $30,000,000 for proposed 
extensions. This principle of the law is very impor- 
tant- and I think the penalty of Section 220 should be 
imposed only in the clearest cases. If there is any 
doubt, it should be resolved in favor’ of the corporation. 

The uses to which directors may devote gains and 
profits are extremely varied. For purposes of conveni- 
ence they may be discussed under the following 
headings : 

. Provision for expansion. 

. Provision for replacement at higher cost. 

. Provision for working capital. 

. Provision for paying off indebtedness. 

. Provisions for equalizing dividends. 

. Provision for contingencies. 

. Provision for writing off goodwill. 
Provision for Expansion 

Corporate charters are now drawn so as to permit 
the corporation to engage in almost any sort of business. 
We have frequent examples of corporations starting 
out in a certain line of manufacturing only to follow a 
process of integration which results in the widest ex- 
pansion and development. Just how the Commissioner 
of Internal Revenue is to place any limit upon the 
use of gains and profits in this manner is difficult to 
see. 

Where gains and profits have been invested in in- 
creased manufacturing facilities, the portion of the 
surplus account representing such additions to the plant 
is not as a matter of fact available for dividends. It 
seems to me that the balance sheet would show this 
fact and that the amount of gains and profits invested 
in additional plant and equipment should be shown as a 
separate item in proprietorship section, under some such 
caption as “Appropriated for Additions and Better- 
ments.” 
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Provision for Replacement at Higher Cost 

If I am correct in my ideas on the function of the 
depreciation accounting and the depreciation reserve, 
the maintenance of depreciation fund investments 
would provide for the replacement of machinery and 
equipment as it wears out. In many cases, however, 
the replacements will cost more money than the original 
plant and equipment. This may be due to increased 
prices or due to the fact that the replacement will be 
made with improved types of machinery and equipment. 
Under these circumstances, I think that gains and 
profits may be accumulated for the purpose of provid- 
ing the excess of replacement cost over original cost. 
The necessity for such an accumulation is purely a 
question of fact. I have had cases in which it was 
perfectly clear that machinery would have to be re- 
placed by machinery which was much more expensive. 

Some accountants have gone so far as to suggest that 
the depreciation should be computed on the basis of 
replacement cost. I think it is agreed, however, that 
this is not proper and that the excess of replacement 
cost over original cost should be provided out of earn- 
ings. Where there is a prospect of replacing at a 
higher cost, I think gains and profits may be accumu- 
lated to provide for such excess. The gains and profits 
so accumulated are not, as a matter of fact, available 
for distribution as dividends, and should be shown as a 
separate item in the proprietorship section under a cap- 
tion of “Appropriated for Replacement of Equipment.” 

Provision for Working Capital 

It seems to me perfectly obvious that if gains and 
profits may be used to provide for additional machinery 
and equipment by way of expansion, the directors_may 
equally provide the additional working capital necessary 
for the increased business. I have had some trouble, 
however, in determining what is a proper amount of 
working capital. It seems to me that some formula 
should be developed, perhaps as a result of a study of 
the amounts invested in accounts receivable and inven- 
tories, and the cash requirements of the business, with 
a view to determining a proper amount for working 
capital As I see it, where additional working 
capital is needed, it is proper to provide such additional 
funds from earnings. The proprietorship section should 
show such accumulation, which is not available for divi- 
dends, as “Appropriations for Working Capital.” 

Provision for Paying Off Indebtedness 

Where a corporation has borrowed capital, I think 
it may retain earnings to replace its borrowed capital 
with stockholder’s capital. The Commissioner’s regu- 
lations seem to concede that gains and profits accumu- 
lated to discharge indebtedness pursuant to contractual 
sinking fund obligations are reasonable accumulations. 
Why should any distinction be made between contract- 
ual obligations and voluntary accumulations to pay off 
indebtedness? It seems to me that if a corporation is 
permitted to accumulate gains and profits to purchase 
additional equipment, that it should also be permitted to 
purchase additional equipment with borrowed funds 
and accumulate gains and profits to discharge the in- 
debtedness so created. These accumulations should be 
shown in the proprietorship section as “Appropriations 
for Bond Retirement.” 

Provision for Equalizing Dividends 

In years of prosperity, I think the directors may 
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accumulate earnings so as to enable them to main. 
tain a uniform dividend policy during the periods of 
depression. It is only in recent years that consideration 
has been given to the phenomena of business cycles and 
corporations are now beginning to lear that in years 
of prosperity funds should be accumulated in order to 
enable them to pay dividends and meet other require. 
ments in time of depression. Gains and profits s 
accumulated should be shown in an appropriate reserve 
account. 















Provision for Contingencies 

The directors must not be unmindful of a variety of 
contingencies, such as fire loss, additional assessments 
of taxes, a violation of building ordinances, strikes, 
provision for pensions, removal of plant (as in the case 
of plants located in the Metropolitan area of New York 
City) and industrial accidents. Such accumulations 
should be shown as “Appropriation for Contingencies.” 

I think their discretion should permit them to write 
off goodwill. Corporations frequently begin business 
with a large item of goodwill in their balance sheet. 
As the business goes on and gains and profits are made, 
it is now considered proper to eliminate the goodwill 
and replace it with other assets. It seems to me that 
this is a sound policy of corporate finance and that 
gains and profits may be accumulated to provide for 
such writing off. bi 

The difficulty with most of these propositions is that 
the accounts frequently do not reflect the purposes for 
which funds are accumulated. Referring to the case 
of the corporation whose balance sheet was shown at 
the time of its organization (on page 171), the follow- 
ing indicates a typical condition which might be reached 
after a period of, say, seven years of operation. 

Balance Sheet Seven Years Later 


Assets Liabilities and Capital 

Current Assets..... $ 200,000 Current Liabilities..$ 100,000 
Plant and Equip- Bonded Indebted- 

NO ococccueers ,000 WINE Sos sea tsi 100,000 
Investments ........ 370,000 Depreciation Re- 

SORUO og So ect ccs 150,000 

Capital Stock....... 150,000 

INS 522 re Ste 570,000 

$1,070,000 $1,070,000 


At first glance, this statement of financial condition 
seems to indicate a clear violation of Section 220. The 
large amount of investments on the asset side of the 
balance sheet seems to indicate funds which are not 
required in the business, while the large surplus on the 
liability side seems to indicate that large dividends 
might well be paid. As a matter of law, this is prob- 
ably true. However, the distribution of a dividend is 
subject not only to rules of law but also to certain 
principles of corporate finance. Legally, a dividend 
may be paid so long as no impairment of capital results. 
As a matter of corporate finance, however, the divi- 
dends should not be paid unless the corporation has 
funds which are not required in the business. 

In the example referred to above, the actual facts 
may be entirely to the contrary. If this is true, should 
not the accounting requirements in the preparation of 
the balance sheet be such that the situation will be cor- 
rectly portrayed? 

For instance, an examination of this balance sheet 
indicates that some $300,000 has been added to the 

(Continued on page 191) 
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that of every other taxing unit since 


T IS the purpose of this article neither to discuss 
| exhaustively the provisions of the Wisconsin in- 

come tax statute nor to treat in detail its admin- 
istration. Rather is the intent to paint a background 
for the law, its present status as a revenue producer 
for the State, and sketch in certain of the highlights 
showing the transformation in the original intent of the 
law as well as in its form. 

Much uninformed discussion is heard and many un- 
studied statements are made regarding the oppressive- 
ness of taxation in Wisconsin without a proper under- 
standing of the real situation in that state. 

Prior to the enactment of the income tax law the 
following property was subject to assessment as per- 
sonal property at the rate applicable in the several 
taxation districts: (a) moneys and 
credits; (b) stocks and bonds not 
otherwise especially provided for; 
(c) personal ornaments and jewelry 
habitually worn; (d) household fur- 
niture; (e) machinery, implements, 
and tools used in farm, orchard, or 
garden; and (f) one watch carried 
by owner. The experience of Wis- 
consin in the assessment of such 
types of property was the same as 


the world began. Property was not 
assessed or, if assessed at all, was 
assessed at far below the statutory 
requirement of full value and often 
whole groups of taxable property 
owned by one taxpayer were omitted 
while others were assessed. Unfair- 
ness as between taxpayers and the 
assessment of certain types of prop- 
erty was the inevitable result. Rec- 
ognizing the absolute impossibility of 
equitableness in assessment of such property, particu- 
larly of intangibles such as moneys and credits and 
stocks and bonds, Wisconsin turned its attention to the 
income tax as a means of remedying this condition. 


The Wisconsin income tax law was originally en- , 


acted with a view to substituting it for personal prop- 
erty taxation. With the enactment of the income tax 
law, personal property of the classes enumerated above 
was immediately exempted from taxation. However, 
when Wisconsin turned to the income tax in 1911 to 
round out her system of taxation, it was more or less 
of an experiment. Other states prior to that date had 
attempted income taxation but had met with very in- 
different success. The conclusion seemed to be that 
state income taxation was a failure. There were several 
Teasons why previous attempts at this method of taxa- 
tion were unsuccessful; of which possibly the most 
striking were the loose and indifferent ways in which 
the laws were drawn up, but more particularly the 
means provided for the enforcement of the laws. In 
general, their execution was left to assessors elected 
by popular vote, who served for short terms and who 
were dependent upon popular favor for re-election, 
which could only be secured and retained by not too 
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strict enforcement of the law. The result was in- 
evitable; the revenue collected from income taxes was 
hardly sufficient to justify the retention of the statute 
on the books. Wisconsin was the first to realize the 
weakness of such provisions for enforcement. The 
Wisconsin act made a radical departure from precedent 
and placed the enforcement of the law in the hands of 


. assessors of income appointed under civil service re- 


quirements and under the direct control and supervision 
of the state tax commission. 

With this uncertainty as to the amount of revenue 
which might be expected from the income tax law, 
despite the provisions of the statute which removed the 
enforcement from the immediate influence of local 
political conditions, it was deemed inadvisable to re- 
move all personal property from the 
field of taxation at once but to await 
the results of the operation of the 
law to see what its possibilities as a 
revenue producer were. With this in 
mind but with the ultimate intent of 
removing all personal property from 
taxation, the Wisconsin law inserted 
a unique provision permitting the use 
of personal property tax receipts for 
personal property taxes paid which 
appeared on the same tax roll as the 
income tax as payment of the income 
tax. In other words, to the extent 
that the personal property taxes 
equalled or exceeded the income 
taxes, no income taxes as such were 
actually paid. In all cases the per- 
sonal property tax had to be paid. If 
an income tax was also assessed 
against the same taxpayer, he was 
permitted to take his personal prop- 
erty tax receipt and apply it at its 
face value in payment of his income tax. If the income 
tax exceeded the personal property tax, the taxpayer 
paid the personal property tax and received a credit of 
that amount against his income tax, paying the excess 
in cash. If the personal property tax exceeded the 
income tax, he received a receipt in full for the income 
tax. This method of paying income taxes by applica- 
tion of personal property tax receipts was known as the 
“Offset Provision.” The adoption of this “Personal 
Property Offset” method insured to the state the mini- 
mum revenue theretofore received from personal prop- 
erty taxes and afforded the opportunity for determin- 
ing whether the income tax would prove successful 
without disrupting the state’s finances. 

Income Tax Has Not Displaced Personal 
Property Tax 

Contrary to the fears and expectations of many, the 
Wisconsin income tax from the standpoint of revenue 
was a success from the very beginning. It raised 
money from sources not previously reached and, due 
almost entirely to the method of enforcement adopted, 
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has never experienced the vicissitudes of the earlier 
state laws. However, with the steady increase in public 
expenditures, the view of substituting income taxation 
for personal property taxation has been entirely lost 
sight of. Chapter 57, Laws of 1925, abolished the right 
to use personal property tax receipts as payment of in- 
come taxes so that now to all practical purposes the 
income tax has taken its place in the Wisconsin tax 
system as a separate or additional method of taxation. 
The amount of all taxes from every source raised for 
all purposes during the fiscal year ended June 30, 1927, 
including motor licenses, was $154,971,433. Of this 
total sum $18,775,019 was from income taxes (normal 
and surtaxes) or 12.11 per cent of the total. As the 
sum of $105,584,287 out of the entire revenue of 
$154,971,433 was from general property, real and per- 
sonal, it is seen that the income tax amounts to 17.77 
per cent of the taxes from real and personal property 
which is a material proportion. The annual revenue 
from personal property taxes alone approximates 
$19,000,000. It is evident, therefore, that, public ex- 
penditures remaining the same, it is utterly impossible 
at the present time to substitute income taxes for per- 
sonal property taxes without a great increase in income 
tax rates, changes with regard to income which is tax- 
able, or additional revenue from other sources. The in- 
come tax collected, including surtaxes, is less than the 
tax from personal property. As the surtaxes are for 
specific purposes, the excess of personal property taxes 
over income taxes is even greater. This situation 
means that if the original intent to substitute income 
taxation for personal property taxation were carried 
into effect that there would have to be better than 100 
per cent increase in the amount collected from income 
taxation than is done at the present time. 

Considerable complaint about the income tax in Wis- 
consin as to its being an additional tax burden imposed 
upon taxpayers in that state which is not bourne by 
taxpayers in most of the other states in the Union. In 
comparing the tax burdens of Wisconsin with those of 
other states which do not have an income tax, it is not 
always realized that at the adoption of the income tax 
many types of personal property were exempted which 
are taxable in other states under laws which if enforced 
as written on the Statute Books would make the tax 
situation worse there than in Wisconsin. In those 
states where personal property taxation is in effect on 
such types of property as stocks, bonds, moneys and 
credits, the tax is laid on the face value of such prop- 
erty. Assuming the rate of taxation to be only 2 
per cent—in most jurisdictions it will be found to be 
greater—this rate on the face value of such property 
imposes a much more severe burden than the income 
tax rate running to a maximum of 7 per cent with sur- 
taxes in certain instances in Wisconsin applied to the 
income from such property. If the laws imposing a 
personal property tax are not enforced and much of the 
property properly taxable under the laws is not as- 
sessed, of course the tax burden on the person or cor- 
poration owning such property which should be but is 
not taxed will be less than where the tax laws applying 
to personal property or income are enforced. In 
Wisconsin the income tax law is ably and thoroughly 
enforced. It is undoubtedly true that the amount of 
income tax raised in Wisconsin as compared to the 


_income of 1918 and ending with income of 1922, to 
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theoretically possible amount that might be raised is 
many times greater than is the amount of taxes raised 
from personal property taxation as compared to the 
amount which should be raised if the laws were en- 
forced as written. In Wisconsin not only is the amount 
of revenue derived from the income tax so great, but 
also a high percentage of the possible revenue is from 
that source that it is very doubtful if the income tax 
will ever be done away with in that state. 
Increase in Surtaxes 

Aside from the original intent of substituting income 
taxation for personal property taxation, it may be as- 
sumed also from the lack of success of other laws and 
the uncertainty of how the Wisconsin law would work 
out, that the adoption of the income tax law was merely 
a result of a search for a more equitable method of 
raising taxes than had resulted from personal property 
taxation, as well as to tap a hitherto untouched source 
of revenue and without any idea of using the system of 
income taxation as the basis for raising revenue for 
unusual or special purposes. However the returns 
from the income tax have proved so satisfactory and 
the administration of the law has been so thoroughly 
applied to all taxable subjects, that the taxable net in- 
come determined has been discovered to be an ex- 
tremely easy and satisfactory base upon which to apply 
surtaxes for the raising of revenue for special pur- 
poses. The tendency to saddle income with surtaxes 
in Wisconsin is becoming more apparent each year. 
Already three distinct applications of the surtax for 
special purposes have been made in Wisconsin, and a 
fourth only failed by a narrow margin. The purposes 
for which surtaxes have been employed are the Sol- 
diers’ Bonus and Soldiers’ Educational Fund and the 
Teachers’ Retirement Fund. 

In 1919 when the Service Men began to return from 
the war, along with other states Wisconsin adopted 
legislation for the assistance of these men. An act was 
passed imposing a surtax on income of 1918, the rev- 
enue from which was to be used in paying to Ex-service 
Men enlisting from Wisconsin a cash bonus at a cer- 
tain scale based on the number of months in the mili- 
tary or naval Service of the Country during the period 
of hostilities. At the same time another act provided 
a surtax running for four years, commencing with 










raise a fund to enable Ex-service Men to secure an 
education. In 1921 the Teachers’ Surtax Retirement 
Fund Act was passed providing for a surtax on incomes 
for a fund from which pensions were to be paid to 
teachers upon their retirement from their profession. 
The latter act is still in effect, whereas the first two are 
no longer currently effective. Some revenue is still 
being raised from the Soldiers’ Educational Surtax 
through the back assessment of income for the years 
1921 and 1922 which is still permitted under the pres- 
ent income tax law allowing reassessment and correc- 
tion of incomes from 1921 to date. In the legislative 
conflict over the appropriation for the state penal and 
charitable institutions just closed, an organized attempt 
was made to raise the required revenues by the im- 
position of a surtax for that purpose. The legislative 
contest was between the proponents of the surtax and 
the proponents of a mill tax. Whether the application 
of surtaxes for special purposes in connection with an 
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income tax law for general purposes is good policy is a 
question upon which authorities differ. Regardless, 
however, of how that question is resolved, there is no 
question but that an effective income tax law properly 
drawn and earnestly enforced affords a real oppor- 
tunity for the use of surtaxes. 

Changes and development in theory and practice in 
matters of taxation, procedural as well as of policy, 
follow from experience, just as they do in ordinary 
business matters. From the first days of the law in 
1911, stock dividends have been considered as income 
and taxable to the same extent and in the same manner 
as cash dividends. If the income of the corporation 
paying the dividend had been taxed in full under the 
law, the dividend was reported by the resident stock- 
holder as income but was deducted again as having 
been received from a corporation whose income had 
been taxed in full on the theory that as corporations 
and individuals were both taxable as entities under the 
law it was not policy to tax the income in the hands of 
the corporation and again as dividends in the hands of 
the recipient stockholder. On the other hand, if the 
corporation was taxed on only a part of its net income, 
say forty per centum—taxpayers in Wisconsin are 
taxable only on income derived from property located 
or business transacted in the state as defined by the 
statute—the resident recipient stockholder reported as 
income the full amount of dividend received and de- 
ducted forty per centum thereof as received from a 
corporation whose net income had been taxed to the 
extent thereof and the stockholder was taxable on the 
other sixty per centum. As stated, this procedure ap- 
plied to stock dividends as well as to cash dividends. 
If par value stock, whatever the face value of the stock 
dividend was, that value was considered as the “cost” 
base for determining profit or loss in the subsequent 
sale of such stock. If, therefore, a stock dividend of 
one hundred dollars par value per share was received 
from a corporation whose entire net income had been 
taxed, this dividend was not in fact taxed to the stock- 
holder but was taken into his income at that value and 
again taken out at the same value. But in the case of 
subsequent sale, the stock received as the stock divi- 
dend was considered as having a “cost” basis of one 
hundred dollars per share. If the stock was sold for 
more than one hundred dollars per share, the profit was 
computed as the difference between the par value and 
the selling price. The same basis obtained in the case 
of sales below the par value in which instances losses 
were considered to have been sustained. Due to this 
peculiarity of the Wisconsin law, relatively little in- 
come subject to taxation was ever received in the form 
of profits on the sale of stock dividends as in compara- 
tively few cases would stock dividend shares be sold 
later at an excess over this “cost” basis. Although the 
law contemplated the taxation of stock dividends when 
received, those from corporations assessed on their 
entire income were not actually subjected to a tax on 
account of this special treatment of dividends. Neither 
did such dividends when sold result in much taxable 
profit for the same reason. In this connection it is 
interesting to note that under the Wisconsin law and 
decisions of the Wisconsin Supreme Court in Dulaney 
v. Nygaard, 174 Wis. 597; 183 N. W. 884 and Van 
Dyke v. Cary, 181 Wis. 564; 191 N. W. 546, the taxa- 
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tion of stock dividends was valid although the Supreme 
Court of the United States at about the same time was 
holding the taxation of stock dividends under the Fed- 
eral Income Tax Act invalid. 
Stock Dividend Provisions Changed 

Recognizing that the theory of considering stock divi- 
dends as taxable when in fact, under the provision of 
the Wisconsin law permitting the deduction of divi- 


‘dends from corporations whose income had paid a tax, 


they were not taxed, produced a situation closely re- 
sembling a farce, and with the possible idea in mind 
of bringing the Wisconsin law more in line with the 
Federal tax law with regard to the treatment of stock 
dividends, the 1927 legislature reversed the state’s 
position on that subject and enacted an amendment 
making stock dividends non-taxable as income when 
received, but providing that if and when sold a gain or 
loss might result, either with respect to the stock divi- 
dend shares themselves or with respect to the stock 
from which such stock dividend was issued. The gen- 
eral rule was also laid down that the cost or other basis 
of the old and of the new shares should be such pro- 
portion of the previous cost or other basis of the old 
stock as was properly allocable to each, under regu- 
lations prescribed by the tax commission. This 1927 
amendment, therefore, is a complete reversal of the 
position entertained by the state from the incidence of 
the law in 1911 down to 1927, and aligns the state law 
very closely to the Federal statute. 

At the same time, an important change was made in 
the old method of determining what part of a dividend 
either in cash or property was taxable to the recipient 
resident stockholder if the corporation from which the 
dividend was received had not paid a tax on its entire 
net income. Under the new law, the taxability or de- 
ductibility of a dividend in the hands of the recipient 
resident stockholder is fixed by the fact as to whether 
such corporation conforms to the following three re- 
quirements: 1. Such corporation must have filed in- 
come tax return as required by law; 2. Income of such 
corporation must be subject to the income tax law of 
Wisconsin, and 3. The principal business of the cor- 
poration must be attributable to Wisconsin. As to 
determining whether the principal business of a cor- 
poration is attributable to Wisconsin or not the Statute 
provides for the purposes of that requirement that 
“any corporation shall be considered as having its prin- 
cipal business attributable to Wisconsin if 50 per cent or 
more of the entire net income or loss of such corpora- 
tion, after adjustment for tax purposes (for the year 
preceding the payment of such dividends), was used in 
computing the average taxable income. * * *” 
Therefore if a corporation filed an income tax return 
as required by law and such income was subject to 
taxation and the taxable income of the corporation was 
taxable to the extent of at least 50 per cent, the divi- 
dend is deductible. If, however, the first two require- 
ments obtain but the income attributable to Wisconsin 
is less than 50 per cent regardless of how close to that 
percentage it comes, the dividend is taxable in full to 
the ceripient resident stockholder. In other words, no 
attempt has been made in the new Statute to determine 
what part of the income composing the dividend has 
been taxed to the corporation, and then only taxing the 

(Continued on page 193) 




















































































































































































































































































































































































Tax Liability on Installment Sales 
of Real Estate 


Part I111—Accounting Problems 


By SAMUEL Joyce SHERMAN* 


NY attempt to describe within available space 

limits the principles of accounting for real estate 

transactions must necessarily prove inadequate. 
In this section will be presented some phases of 
accounting for real estate sales which are specially 
affected by the income tax law and regulations. Arti- 
cle 24 of Regulations 69 states: 

It is recognized that no uniform method of accounting can 
be prescribed for all taxpayers and the law contemplates that 
each taxpayer shall adopt such forms and systems of account- 
ing as are in his judgment best suited for his purpose. Each 
taxpayer is required by law to make a return of his true 
income. He must, therefore, maintain such accounting records 
as will enable him to do so. 

Article 42 of Regulations 69 limits the right to file 
claims for a refund by reason of the 
retroactive application of the install- 
ment sales provisions to “any dealer 
in personal property on the install- 
ment plan whose books of account 
contain adequate information and 
were kept so that income can be ac- 
curately computed on the installment 
basis ” The Department has 
adopted the same regulation with re- 
spect to real estate dealers. Mim. 
3511, VI-8 C. B. 3, dated January 20, 
1927, promulgates the following re- 
quirements with respect to dealers in 
real estate and personal property who 
claim the installment basis of com- 
puting income for prior years: 

Where returns are filed in which the in- 
stallment basis of computing income is 
claimed, not only must the books of account 
contain adecuate information and show 
that they were kept so that income can be 
accurately computed on the installment 
basis, but segregation and computations of 
income must be made by taxpayer and 
must be supported by such analyses or 
schedules as will permit readily of verification with the books 


of original entry. This requirement shall apply to dealers in 
real and personal property alike. 


The requirement that the taxpayer keep accounting 
records which clearly reflect the facts and figures under- 
lying his business transactions is a reasonable one. 
The observation may be ventured that ill-kept books of 
account are at the root of innumerable tax reverses 
suffered by taxpayers’. In tax cases especially, it is 
frequently impossible to prove material facts relating 
to the business transactions involved without the use 
of book entries made in the regular course of business. 
While the legal rules as to the admissibility of books 
of account into evidence impose certain technical re- 
quirements intended to safeguard against the introduc- 
tion of fabricated and self-serving entries, yet in 
instances where the proper foundation has been laid for 


a Public Accountant and Attorney-at-Law, New York 
ity. 





1Appeal of M. J. Lyon, 1 B. T. A. 378; Appeal of Maurice * 
= et al, 2 B. T. A. 539; — of J. 'G. Ball Oo., 5 B. T. 
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the admission of this class of evidence, the bookkeep- 
ing records prove.to be of prime importance. 


Accounting for Installment Sales 

O. D. 623, 3 C. B. 105, outlines the accounting pro- 
cedure for a taxpayer engaged in merchandising upon 
the installment plan. Unfortunately the Department 
has not issued any ruling which prescribes the account- 
ing practice to be followed by real estate dealers. 

In accounting for installment sales of real estate the 
following accounts, inter alia, should be set up on the 
books : 

(a) Cost of Property—This account will be charged 
with the cost of land, buildings, improvements 
and other capital expenditures; and 
credited with the depreciation taken 
on the buildings and improvements to 
the date of the sale. 

(b) Property Sold——The gross 
contract price of the property sold 
should be credited to this account. 

(c) Installment Sales Contract 
Recewable-—Charge the gross con- 
tract price of the property sold and 
credit all payments made by the pur- 
chaser to this account. If the pur- 
chaser has given notes, the account 
may be called Installment Sales Notes 
Receivable. 

(d) Unrealized Gross Profit on 
Installment Sale—This account 
should be credited with the gross 
profit derived from the installment 
sale of the property, measured by the 
difference between the amount of the 
gross contract price and the cost of 
the property sold. It is advisable to 
make a notation on this account of 


the gross profit percentage pertinent to the particular 
installment sale. 


(e) Realized Gross Profit on Installment Sale— 
Credit the profit realized upon collection of the install- 
ment payments to this account. 


Illustrative Problem 


To illustrate the interrelation of the foregoing ac- 


counts, a typical installment sale problem is herewith 
appended : 

The bookkeeper of the Paramount Construction Co. 
receives the following closing statement from the Com- 
pany’s attorneys: 


Statement of Closing Title 


Parties: Paramount Construction Co. to James 
Benson. 
Premises: 1310 Cathedral Avenue. 


Adjustments as of October 1, 1926: 
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Debits 





Credits 


Sei ed yo i ie ee Sr eee eee $100,000 
Cash Paid on Signing Contract............ $ 2,000 
Wrirct I Sis o6:b 55g aincis'oe ose sce ee 50,000 
Interest on First Mortgage................ 450 
AMEE. cde C Rw coirs Ocoee Owe owt a er 50 
CPR ind ae mere oN neh rar al iy nk Ga Reet a 300 
RUN o so Brees wine ee Some ee oo wae cers 200 
Purchase Money Mortgage................ 40,000 
TR I ihe Sa Poa cd evedccinwsies $100,500 
| REN aR Oe RSS 92,500 92,500 
Beamer Fatt at Clam. oc ...c ccc ccs oe $ 8,000 


Purchase Money Bond and Mortgage—$40,000 pay- 
able in 5 equal annual installments on the lst day of 
October beginning with the year 1927; interest at 6 
per cent. 

Solution: After studying the Closing Statement, the 
bookkeeper refers to his Cash Book and notes that on 
September Ist, 1926, there is an entry of $2,000 having 
been received from James Benson as a deposit on ac- 
count of contract for the sale of the apartment house 
at No. 1310 Cathedral Avenue. At that time an ac- 
count called James Benson, Vendee, was opened and 
the sum of $2,000 was credited thereto. It will be 
noted also that the purchaser, James Benson, has paid 
a total of $10,000 in cash against a total contract price 
of $100,000 and the transaction is clearly an install- 
ment sale. 

The journal entries, giving expression to all the facts 
of the above installment sale, are as follows: 


James Benson, Vendee..................65 $100,000 
To Installment Sale of 1310 Cathedral Ave. $100,000 
To charge purchaser with contract price 
of 1310 Cathedral Ave. sold October 1, 
1926. 
ee Ee ee $ 8,000 
To James Benson, Vendee.............. $ 8,000 
To credit purchaser with cash paid at 
closing. 
First: Seorteawe Payanle... oss sssies 5. osc: $ 50,000 
To James Benson, Vendee............... $ 50,000 
To credit purchaser with mortgage on 
1310 Cathedral Ave., payable to Lexing- 
ton Savings Bank, which was assumed 
by him. 
Installment Sale Mortgage Receivable..... $ 40,000 
To James Benson, Vendee.............. $ 40,000 
To credit purchaser with purchase 
money bond and mortgage, payable in 5 
equal annual installments on the Ist day 
of October, beginning with the year 
1927; interest 6%. 
Interest on First Mortgage................ $ 450 
WOE ac sctiialab a sehuedesaetietasacees 50 
To James Benson, Vendee............... $ 500 
To credit purchaser with closing adjust- : 
ments on sale of 1310 Cathedral Ave. 
James Benson, Vendee................002: $ 500 
PE vtneniih ths ngians hernee cuties «aie $ 300 
I 6 i wk Can ciate a adchgeais aks 200 


To charge purchaser with closing adjust- 
ments on sale of 1310 Cathedral Ave. 


One composite journal entry instead of the single 
entries above ‘given may be preferred. In posting to 


the ledger account of James Benson, Vendee, it is 
always advisable to post in detail, so that the account 
may clearly show the fiscal terms of the sales contract. 
When all the postings are made, the accounts of James 
Benson should be in balance. 
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Account of James Benson, Vendee 


Contract Price... .$100,000 Cash at Contract.......... $ 2,000 
2 eee 300 Cash at Closing.......... 8,000 
Insurance ....... 200 First Mortgage Payable... 50,000 
Interest on First Mortgage 450 

MMM 25 25.5. 0308 Ao. selene oes 50 

P. M. Mortgage Receivable 40,000 

DO ciiack outs $100,500 BN, thi Sabie sth dear $100,500 


Assume that the Paramount Construction Co. paid 
$22,000 for the lot at No. 1310 Cathedral Avenue; 
that the cost of constructing the apartment house 
thereon was $56,000; that capital expenditures for im- 
provements and betterments were incurred to the: ex- 
tent of $5,000; and that depreciation previously 
charged on the building and improvements amounted 
to $3,000. The journal entries, reflecting the cost of 
the property sold, follow: 


Cost of 1310 Cathedral Ave. .......6.. 5.6065 $83,000 
I in ae ata ad ais cid atlnaesa $22,000 
DEG DAdinwit@tdichitcs va nsaomeeewos~ws 56,000 
Improvements and Betterments.......... 5,000 
To show cost of premises sold to James 
Benson. 
Reserve for Depreciation.................. $ 3,000 
To Cost of 1310 Cathedral Ave......... $ 3,000 


To reduce the cost of premises by 
amount of depreciation previously 
charged thereon. 


When the foregoing entries are posted, the selling 
price and the cost of the property sold on the install- 
ment basis are reflected in the ledger accounts as 
follows: 


Installment Sale of 1310 Cathedral Avenue 
CCI TERRI ow sss is erersicis ie 49,010 5 0100 058 $100,000 
Cost of 1310 Cathedral Avenue 
CRDCORE URI oo S55. sos so ssw ion w.c.abieieieis 
The gross profit of $20,000 should iat i recorded 
by a journal entry, taking the following form: 
Installment Sale of 1310 Cathedral Ave.... $100,000 
To Cost of 1310 Cathedral Ave.......... $80,000 
Unrealized Gross Profit on Installment 
Sale of 1310 Cathedral Ave.............. 
To record the gross profit arising 
from the installment sale of 1310 
Cathedral Avenue. 


In bookkeeping it will be found helpful at this point 
to prepare a memorandum schedule showing the pay- 
ments to be made by the purchaser, the gross profit 
that becomes realized by virtue of said payments, and 
the balance remaining in the unrealized gross profit 
account. The following form is suggestive: 


20,000 


Schedule of Realization of Gross Profit on Installment 
Sale of 1310 Cathedral Avenue 


Dateof Amount of Installm’t Realized Unrealized 
Payment Payment Ratio GrossProfit Gross Profit 
1926 $10,000 40% $4,000 $16,000 
1927 8,000 40% 3,200 12,800 
1928 8,000 40% 3,200 9,600 
1929 8,000 40% 3,200 6,400 
1930 8,000 40% 3,200 3,200 
1931 8,000 40% ; 0 

Totals $50,000 


, 


On the basis of the above schedule, the bookkeeping 
entries reflecting the gross profit realized should be 
made as payments are received from the purchaser. 
The first entry will be made in the year in which the 
property was sold (1926), as follows: 
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Unrealized Gross Profit on Installment Sale 
of 1310 Cathedral Avenue...............-. $4,000 
To Realized Gross Profit on Installment 
Sale of 1310 Cathedral Avenue.......... 
To show gross profit realized by virtue 
of $10,000 received in 1926 on account 
of installment sale of 1310 Cathedral 
Avenue. 
On October 1, 1927, the purchaser will have paid 
the sum of $9,500 on account of the principal install- 
ment and interest due on the purchase money bond and 


$4,000 


mortgage. The following bookkeeping entries should 
thereupon be made: 
IE 5 a Dace aka ig @ Cae ae eso Oeemleoetons $9,500 
To Installment Sale Mortgage Receivable... $8,000 
I ao a sie ok ed Sah core vie 1,500 


To record principal installment and interest 
received from James Benson, mort- 
gagor, on October 1, 1927. 


The installment ratio of 40% is arrived at in accordance with 
the formula: 


Gross Profit $20,000 a 
Total Contract Price—Mortgage  $100,000—$50,000 r 
Unrealized Gross Profit on Installment Sale of 
1310 Cathedral Avenue .......ccsccccsceee $3,200 
To Realized Gross Profit on Installment Sale 
of 1310 Cathedral Avenue.........200000 $3,200 


To show gross profit realized by virtue of 
payment of $8,000 received on October 
1, 1927, on account of installment sale of 
1310 Cathedral Avenue. 


Similar entries will be made on the books for the 
four subsequent payments by the purchaser on account 
of the purchase money bond and mortgage. After the 
final payment in 1931, the Unrealized Gross Profit 
account should show no balance. The Realized Gross 
Profit account should be closed into the Profit and Loss 
account at the end of each taxable year and included 
in the income tax return for that year. The credit 
balance in the Unrealized Gross Profit account should 
be carried on the balance sheet as a deferred credit 
item. 

Accounting for Notes Whose Fair Market Value 
Is Less Than Face Value 


According to Article 46 of Regulations 69, dealing 
with deferred payment sales other than on the install- 
ment plan, if the obligations of the purchaser have a 
fair market value, they are to be considered as the 
equivalent of cash to the extent of their fair market 
value in determining the profit or loss from the sale of 
the property. 

Thus, assume that in 1922 the Belvedere Realty Cor- 
poration sold a parcel of land to James Regan for a 
total consideration of $55,000, consisting of $30,000 
cash and a mortgage bond for the balance of $25,000 
payable over a period of four years. The cost of the 
land was $35,000 and the bond was deemed to have a 
fair market value of $20,000. In 1922, the Belvedere 
Realty Corporation reported a gross profit of $15,000 
on the transaction, computed as follows: 

I HI as vient bc ce besseenanesye oaneeul $55,000 
Less: 20% Discount on © pairs Bond Having Nom- 


inal Value of $25,000 
ee EE PE i hy cc nce whabne ened Shonen bene $50,000 
RS, Se OE NE ss oss. Bia wdc ales chimes 35,000 
RE OSS a arte ilo. ete t pele $15,000 


The purchaser’s bond should be recorded on ‘the 
books of account of the vendor at its face value. If 
the fair market value of the bond is less than the face 
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value, the differential should be set up on the books by 
a journal entry, as follows: 
Discount on Notes Receivable.................. : 
To Reserve for Discount on Notes Receivable $5,000 
To set up the difference between the face 
value and the fair market value of the 


notes received from James Regan, 
Vendee. 


The discount is properly a deduction from the gross 
selling price and should be charged against the Prop- 
erty Sold account in the year of the sale. The Reserve 
for Discount is a valuation reserve, which upon being 
offset against the nominal value of the bonds or notes 
receivable, reflects the fair market value of those obliga- 
tions. In the year when the property was sold, the 
fair market value of the purchaser’s notes was $20,000 
and it would be represented on the Balance Sheet in the 
following suggested manner: 

Notes Receivable 


HN = 0. bi deen Reh ane neds teeekeiainabie $25,000 
ewes ese ve for PsCOWt. 3c 6 sos ocs hac eeeen 3 


ee ee ee ee rr Tee 20,000 
Upon payment of the notes in full, the seller will 
have to report as taxable income the discount previ- 
ously taken on the notes. If periodic payments are 
made by the purchaser, the discount should be amor- 
tized coincidently with the payments made on the notes. 
The following table shows the variations in the face 
amount of the bond and the reserve for discount, as 
payments are made against the $25,000 mortgage bond 
referred to in the illustration above: 
Schedule of Amortization of Discount on Bond 





Bond————— Reserve for Discount 
Balance Balance of 
Date of Payments Due Earned Reserve for 
Payment on Bond on Bond Discount Discount 
, SE ere $25,000 aaah $5,000 
re $ 2,500 22,500 $ 500 4,500 
_ aes 5,000 17,500 1,000 3,500 
EE | ike otote less 7,500 10,000 1,500 2,000 
WE is eoeneeds 10,000 pisces 2,000 
Totals ...... $25,000 000 


$5,000 

It is evident from this schedule that 20 per cent of 
each payment made by the purchaser on the bond con- 
stitutes the Earned Discount figure. There are other 
methods of amortizing the discount deducted in arriv- 
ing at the fair market value of the purchaser’s obliga- 
tions but the basis used in the above schedule is most 
common. The journal entry, reflecting the earned dis- 
count on the books, would take the following form: 


Reserve for Discount on Notes Receivable 
ZO Pasi 6 oscsisns cc codpasie wel’ «3Anee $500 
To record earned Discount realized on pay- 
ment by James Regan of $2,500 on his 
mortgage bond. 


The Earned Discount account should be closed into 
Profit and Loss at the end of each taxable year. When 
the notes have been fully paid, the Reserve For Dis- 
count account should show no balance. 

Accounting for Notes Having No Fair Market 

Value 

According to Article 46 of Regulations 69, if the 
purchaser’s obligations have no fair market value, the 
payments in cash should be applied against and reduce 
the cost or other basis of the property sold, and gain or 
loss is realized when the obligations are disposed of or 
satisfied. 

Problem: Assume that in 1922 a parcel of unencum- 
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bered real estate was sold for $100,000. The property 
cost $65,000, thus yielding an apparent profit of 
$35,000. The purchaser paid $40,000 in cash and 
gave six promissory notes for the balance of $60,000, 
said notes being payable in equal annual installments. 
It will be assumed that the notes have no fair market 
value. 

Solution: Inasmuch as the property cost $65,000 
and the initial payment made by the purchaser amounts 
to $40,000, it is evident that $25,000 of the seller’s 
capital is embraced in the notes having a par value of 
$60,000. The regulation of the Treasury Department 
provides that the payments made by the purchaser 
should be applied against the cost of the property and 
no gain or loss is realized until the cost is fully 
extinguished. 

From an accounting standpoint, property that has 
been sold cannot be carried on the books and listed 
among the schedule of assets. The nature of the con- 
sideration and the terms and conditions of the sale do 
not alter this rule. The regulation of the Bureau of 
Internal Revenue that the payments of the purchaser 
should be applied in reduction of the property sold, 
it is believed, is intended as a method of calculating 
gains or losses on the transaction and not as a precept 
of bookkeeping practice and procedure. Accordingly, 
the Property Cost account and the Property Sold ac- 
count should be closed at the end of the accounting 
period and the gross profit to be realized should be set 
up as an Unrealized Gain account, viz: 


I INE 5 isicisieres etnies sino cues Calciaiheie sie $100,000 
EO OOPEy | CONE as Sassiaiee cepigasvewes ass 
Unrealized Gain on Sale of Property.... 
To record gross profit on sale of prop- 
erty which will be realized upon 
collection of notes given by pur- 
chaser. ae ; ; 
In bookkeeping it is helpful at this point to prepare 
a schedule in the following suggested form, showing 
the application of the payments made by the purchaser 
on the notes: 


Schedule of Application of Payments Made by the 
Purchaser on Notes 


$65,000 


, 








Payments 

Applied to Balance _Unreal- 
Dateof Amount of Realized Due ized 
Payment Payment Cost Gain on Notes Gain 
Wee A ee esate ects $60,000 $35,000 
ate 4 $10,000 $10,000 obertes 50,000 A 
ne 10,000 10,000 cee 40,000 35,000 
i. re 10,000 5,000 $ 5,000 30,000 } 
Tee. ss ses 10,000 abe 10,000 f 20,000 
1 are 10,000 10,000 10,000 10,000 
i REE 10,000 10,000 Ep neat Bestel 
Totals ....$60,000 $25,000 $35,000 


For the payments made in 1923 and 1924, no entries 
need be made on the books other than the usual cash 
book entries showing the receipt of cash and crediting 
the Notes Receivable account. In the year 1925, the 
payment of $10,000 includes $5,000 of Realized Gain 
and the following entry should be made: 
Unrealized Gain on Sale of Property.......... $5,000 

To Realized Gain on Sale of Property........ 

To record gain realized on sale of property 
upon payment of $10,000 note in 1925. 

Similar entries will be made during the following 
three years upon receipt of the payments on the notes. 
The Realized Gain account should be closed into the 
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Profit and Loss account at the end of each taxable 
year. By the end of the year 1928, the Notes Receiv- 
able and Unrealized Gain accounts should be in bal- 
ance. Prior to the final payment of the notes, the 
Unrealized Gain account will appear as a deferred 
credit on the balance sheet. 

Accounting for Subdivision Properties 

The major problem of accounting for subdivided 
properties is one of unit cost finding. From an ac- 
counting standpoint as well as from the income tax 
point of view, the sale of each unit lot of a subdivided 
tract of land results in some measure of gain or loss. 
The selling price of each unit lot is as a rule easily 
determinable for it is the contract price agreed to by 
the parties. The cost of each unit lot, however, is a 
more involved question. 

The income tax regulations provide that the cost or 
other basis of a subdivided tract of land should be 
equitably apportioned to the several subdivisions or 
lots. In prescribing an equitable apportionment, in 
contradistinction to an equal apportionment, the De- 
partment apparently had in mind the fact that realty 
values are influenced by numerous considerations such 
as location, size, shape, accessibility, utility, etc. 

It is the office of a qualified appraiser to fix the unit 
values of a subdivided tract of land. In the valuation 
of lots of varying depths, there are no less than seven 
rules for the determination of unit values. Unless the 
accountant is an expert in realty values, he should not 
essay the difficult task of making an appraisal on his 
own account. 

The income tax regulations require that the unit costs 
of a subdivision property shall be “made a matter of 
record on the books of the taxpayer.” This provision 
has been enacted, no doubt, for the purpose of pre- 
venting jugglery of the unit costs in order to unduly 
affect the income tax liability upon the sale of the sev- 
eral lots. 

It is advisable that the accountant open a subsidiary 
Subdivision Ledger wherein an account will be kept 
for each individual lot. The apportioned cost should 
be charged to each lot in the Subdivision Ledger. The 
total charges in the Subdivision Ledger should equal 
the Cost of Property account in the General Ledger. 
When a lot is sold, a journal entry should be made in 
the following form: 


Vases, TSM) WTO oso Secs 0s:sses tre.si6ys nel are rerew snare $1,000 
PG ee OE Ol NO coe hic coins wos sereseernws 
Unrealized Gain on Sale of Lots............. 200 
To record sale of Lot No. 5 to James Smith 
on June 15, 1926. 


The cost of the lot sold should be credited to the 
specific lot account in the Subdivision Ledger as well 
as to the controlling Property Account in the General 
Ledger. It is advisable to keep on each side of the 
Property Account in the General Ledger a memoran- 
dum column showing the number of lots into which 
the tract of land was initially subdivided and the num- 
ber of lots sold. The memorandum columns will show 
the number of lots remaining unsold and can be 
checked with the Subdivision Ledger and the tickler 
or chart of unsold lots. 

In the case of a large development, embracing nu- 
merous lots, it is advisable to have a specially ruled 
four-column ledger account in the Subdivision Ledger. 
The following skeleton form is suggestive: 













































































Lot No. 5 
Unrealized 


Cost Gain 
Date Particulars 
Jan. 1 Apportioned Cost.. .,. ..$800 Pe =e 
June 15 Jas. Smith, Vendee.... ... $800 ee $200 
Dec. 31 To Realized Gain..... ... oon $200 


$800 $200 $200 

The above account clearly presents the details of the 
transaction. On January 1, 1926, Lot No. 5 was 
charged with $800 of the apportioned cost of the en- 
tire tract of land. On June 15, the lot was sold to 
James Smith for $1,000 and the cost of the lot was 
thereupon closed by a credit posting and at the same 
time the gross profit of $200 was set up in the Un- 
realized Gain column. On December 3lst, the gross 
profit of $200 was transferred from Unrealized Gain to 
Realized Gain, apparently because the terms of the 
sale were such that the entire profit had to be reported 
in the year of the sale. If the transaction were such 
that it could qualify as an installment sale, the debit 
in the Unrealized Gain column would be 20 per cent of 
the payments made by the purchaser during the taxable 
year. The total of the balance in the Unrealized Gain 
column of the Subdivision Ledger should tie in with 
the controlling account for Unrealized Gains in the 
General Ledger. 

The cost of future development expenditures is an- 
other problem to be dealt with in accounting for sub- 
division properties. Subdividers in many cases place 
the lots on the market before all the contemplated im- 





Senate Finance Committee Amendments 


of House Revenue Bill 

N the fore part of the closing week of April the 

Senate Finance Committee had not completed its 
version of what the new revenue law should be, but it 
appeared probable that the bill would be presented to 
the Senate on or about May 1. Modifications of the 
House bill announced prior to the final draft of the 
Senate Finance Committee bill included the following: 

Section 22(b) (9) of the House bill, excluding from 
gross income certain taxes and interest paid by owners 
of co-operative apartments, was stricken out. 


Section 44, relating to installment sales, was 
approved, but the Committee voted against a pro- 
posal to make the new provisions retroactive. 


The provision of Section 104 defining personal hold- 
ing companies subject to penalty for accumulation of 
profits to evade surtaxes was rejected and no substitu- 
tion made. 


A modified form of the provision in the House bill 
relating to exclusions from gross income derived from 
public utilities by states and municipalities [Section 
116(d)] was approved. As agreed to by the Commit- 
tee, exemption would apply, subject to further condi- 
tions, “whenever any state, territory, or the District of 
Columbia, or any political subdivision of a state or ter- 
ritory enters or has entered in good faith into a con- 
tract with any person, the object and purpose of which 
is to acquire, construct, operate or maintain a public 
utility.” In the bill as it passed the House, the exemp- 
tion was limited to cases in which the contract had been 
entered into prior to Sept. 8, 1916. 
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provements are completed. In order to avoid a fluctu- 
ating cost basis for the lots as expenditures are incurred 
for the improvements, it is permissible under the De- 
partment’s rulings to charge to the cost of the lots the 
estimated expenditures to be made for the develop- 
ment thereof. This may be effected by a journal entry 
as follows: 

ek | renee earee rns sr re $10,000 

To Reserve for Uncompleted Improvements. 

To charge to the cost of the property the 
estimated cost of paving and grading 
the streets. 

The cost of these estimated improvements should be 
equitably apportioned and charged to the cost of the 
individual lots in the Subdivision Ledger. The pay- 
ments made for these predetermined improvements 
should be charged to the Reserve for Uncompleted 
Improvements. If the payments actually expended 
should prove greater than the reserve estimated for 
the improvements, then the excess should be charged 
to the cost of the property. Conversely, if the reserve 
should be greater than the actual expenditures, the dif- 
ference should be credited to the cost of the property. 
In the event that any of the lots have been sold and it 
develops that the estimated cost of the future improve- 
ments has been incorrect, it will be necessary to file 
amended tax returns to adjust the tax liability for the 
years affected. If the difference between the actual 


expenditures and the reserve is not substantial, it may 
be more expedient to close it into profit or loss, as the 
case may be. 


From Section 141(c), the Committee eliminated the 
clause which included in the definition of affiliated cor- 
porations two or more corporations 95 per cent of 
whose stock is owned by the same persons. As 
amended, two or more domestic corporations are de- 
fined as affiliated if one corporation owns at least 95 
per cent of the stock of the other or others. 


Section 424, prescribing certain limitations on the 
refund of the automobile accessories tax, was voted to 
be omitted. 


From Section 601, relating to Board of Tax Appeals 
procedure, the sentence “Such rules of practice and 
procedure shall have the same force and effect as Fed- 
eral equity rules” was deleted, and from the same sec- 
tion the Committee voted to strike out the declaration 
“No decision of the Board shall be modified or reversed 
because the Board or any of its divisions has failed to 
consider evidence not adduced before the Board or 
division.” 

Section 611, which would have given the govern- 
ment one year after the enactment of the new law to 
collect by distraint or proceeding in court all taxes prop- 
erly assessed prior to June 2, 1924, where a claim in 
abatement was filed and the collection “stayed,” was 
rejected. It is estimated that this provision would have 
reopened claims as to which the statute of limitations 
has run amounting to between $30,000,000 and 
$40,000,000. 

Two sections of the bill (Sections 702 and 703), 
relating to salaries for Legislative Counsel of the 
Bureau of Internal Revenue and for the Special Assist- 
ant to the Secretary of the Treasury in matters of leg- 
islation, were eliminated because they have been cov- 
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ered in the Alien Property bill already enacted into 
law. 


Tax Cut of $203,000,000 Proposed 

The tax reduction program recommended by the 
Senate Finance Committee departed widely from 
that approved by the House. It would result in 
an aggregate decrease in taxes of about $203,- 
000,000, whereas the House bill provided for a 
decrease of $289,000,000. 

The itemized estimates of the revenue reductions 
that would result from the plan presented to the 
Senate follow: 

Reduction of corporation tax from 13% to 12% 


CEE n.5 cuntaceuh ses tncreees > renters eek $ 82,000,000 
Increase in exemption on small corporations 
CNG OU UO SOOO o.oo e vice occiewsceeeee4a ee 12,000,000 
Repeal of 3%4 per cent manufacturers’ tax on 
MMIII foc! sci aria e @ serene ie ti @ eteveret cians’ 66,000,000 
Reduction of surtaxes on incomes between 
SIRS GN GINO aoc ce sineisceccet essences 25,000,000 
Increase in exemption on theatre admission from 
Fo CRB SI ova vn Boek os. Saitee koe Gane ees!s 17,000,000 
Repeal of tax on wines and cereal beverages.... 1,120,000 
el OBO RME MOSES c.cssiencie gins De segaieie are me $203,120,000 


Surtaxes proposed for the middle brackets are as 
follows : 


Incomes in Incomes in 

Thousands of Surtax Thousands of Surtax 
Dollars P.C. Dollars PC. 
See 6.0 5's susvaterosecere i OO ase anes eae 11 
Me SE Se at anshoncharsteoees Z BO < eraciokie pet ws 12 
Ses eres 3 Bi CA dane Biooss coterie 13 
We ee ea as sien 4 SL ae ieee 14 
7 SO, ERR ee ate 5 | ES aan ee 15 
Wi ME rai, ote aisha 6 See eee 17 
. ak’ aero Fj ° eee 18 
SR LAME iGitaslgs Suse Sheena 8 AS ee 19 
Sin. dasateioiatieaie 9 OVE BE iu. 5o Se wiericics 20 
Wil A 5 Seccici cca orteateed 10 


The House provision for permitting a retroactive 
reduction in the corporation tax on earnings for 
the year 1927 was eliminated, but the proposed 
revision of surtax rates apply retroactively on 1927 
incomes, payable this year. 


Retroactive Application of Gift Tax Law 


Held Unconstitutional in Part 

NSOFAR as the gift tax provisions of the Act of 

1924 are applicable to bona fide gifts not made in 
anticipation of death and fully consummated prior to 
June 2, 1924, those provisions are invalid under the due 
process clause of the Fifth Amendment, the Supreme 
Court of the United States held in Fannie E. Unter- 
meyer, Executrix, v. Charles W. Anderson, Collector, 
April 9, 1928. 

This is the first instance in which a Federal tax 
measure has been held invalid because of its retro- 
activity. 

The Supreme Court previously held in Blodgett v. 
Holden, decided November 21, 1927, that the tax could 
not be levied on a gift made during January, 1924, but 
that date was before the provisions for taxing such 
transfers were presented for the consideration of Con- 
gress. The gift in the Untermeyer case was made May 
23, 1924, some three months after the gift tax provi- 
sions were first presented to Congress and while the 
Conference report on the bill was pending. These cir- 
cumstances the Court declared, are “not enough to 
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differentiate this cause from the former one and to re- 
lieve the legislation of the arbitrary character there 
ascribed to it.” 


Mr. Justice Brandeis wrote a vigorous dissenting 
opinion, with which Mr. Justice Holmes and Mr. Justice 


Stone concurred, from which the following paragraphs 
are quoted. 


The gift tax was imposed largely to prevent evasion of 
the estate tax by gifts inter vivos, and evasion of the income 
tax by the splitting up of fortunes and the consequent 
diminution of surtaxes. If, as is thought by the Court, 
Congress intended the gift tax to apply to all gifts during 
the calendar year, its purpose may well have been to pre- 
vent evasion of the gift tax itself, by the making of. gifts 
after its introduction and prior to its passage. Is Congress 
powerless to prevent such evasion by the vigilant and in- 
genious? This Court has often recognized that a measure 
may be valid as a necessary adjunct to a matter that lies 
within legislative power, even though, standing alone, its 
constitutionality might have been subject to doubt. Purity 
Extract Co. v. Lynch, 225 U. S. 192; Ruppert v. Caffey, 251, 
U. S. 264, 289; Everard’s Breweries v. Day, 265 U. S. 545, 560. 
If the legislature may prohibit the sale of confessedly inno- 
cent articles in order to insure the effective prohibition of 
others, I see no reason why it may not spread a tax over a 
period in advance of its enactment sufficiently long to insure 
that the tax will not be evaded by anticipating the passage 
of the act. Compare United States v. Doremus, 249 U. S. 86, 
84. In taxation, as well as in other matters, “the law allows 
a penumbra to be embraced that goes beyond the outline 
of its object in order that the object may be secured.” See 
Mr. Justice Holmes in Schlesinger v. Wisconsin, 270 U. S. 
230, 241. Under the rule now applied, even a measure 
framed to prevent evasion of a tax from a date when it is 
practically certain that the act will become law, is deemed 
unreasonable and arbitrary. 

The problem of preventing loss of revenue by transactions 
intervening between the date when legislation is introduced 
and its final enactment is not a new one; nor is it one 
peculiar to the gift tax. Other nations have met it by a 
method similar to that which the Court holds to be denied 
to Congress. England long ago adopted the practice of 
making customs and excise duties retroactive to the begin- 
ning of the fiscal year or to the date when the Government’s 
resolutions were agreed to by the House of Commons sit- 
ting as a Committee of Ways and Means. A similar prac- 
tice prevails in Ireland, in all the self-governing Dominions, 
and to some extent in France and Italy. * * * 

For nearly a century after the adoption of the Constitu- 
tion, this Court approached with great reluctance the ex- 
ercise of its high prerogative of declaring invalid an act of 
Congress. In Ogden v. Saunders, 12 Wheat. 213, 270, it said 
with respect to a state statute: “It is but a decent respect 
due to the wisdom, the integrity, and the patriotism of the 
legislative body, by which any law is passed, to presume in 
favor of its validity, until its violation of the Constitution is 
proved beyond all reasonable doubt.” In the Sinking Fund 
Cases, 99 U. S. 700, 718, this Court said with respect to an 
act of Congress: “Every possible presumption is in favor 
of the validity of a statute, and this continues until the 
contrary is shown beyond a rational doubt. One branch of 
the Government cannot encroach on the domain of another 
without danger. The safety of our institutions depends in 
no small degree on a strict observance of this salutary 
rule.” The presumption in favor of the validity of an act 
of Congress, often adverted to, has been acted upon as re- 
cently as United States v. Berwind-White Coal Mining Co., 
274 U. S. 564; and Hampton, Jr. & Co., v. United States, 
No. 242, this day decided. The presumption should be par- 
ticularly strong where, as here, the objection to an act 
arises not from a specific limitation or prohibition on Con- 
gressional power but only out of the “vague contours of 
the Fifth Amendment, prohibiting the depriving any person 
of liberty or property without due process of law,” Mr. 
Justice Holmes in Adkins v. Children’s Hospital, 260 U. S. 
525, 568. 

I find no reason for thinking that the presumption has 
been overcome. 
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New Rule for Determining Loss on Sale 


of Residential Property That is Rented 
HE basis for determining the deductible loss, if 
any, on the sale of a property, acquired prior to 
March 1, 1913, and occupied as a residence until Octo- 
ber 1, 1901, and subsequently rented until the date of 
its sale in 1920, is the value at the time the property 
was turned over to rental purposes or the March 1, 
1913, value, whichever is less, the United States Su- 
preme Court held in Heiner, Collector, v. James R. 
Tindle and Union Trust Company of Pittsburgh, Co- 
executors, etc. (On writ of certiorari to the United 
States Circuit Court of Appeals, Third Circuit.) 

The case involved the sale of a dwelling house in 
Pittsburgh by the late Philander C. Knox. He occupied 
the residence until 1901 when, circumstances requiring 
his residence elsewhere, he leased the property at a 
stipulated rental until 1920, when the house was sold. 
In his income tax return for 1920 he deducted from 
gross income the difference between the selling price of 
the property and its March 1, 1913, value less depreeia- 
tion from that date to date of sale. 

The deduction was disallowed by the Commissioner 
under the Department rule that a loss in the sale of 
residential property is not deductible unless the property 
was purchased or constructed with a view to its subse- 
quent sale for pecuniary profit. The U. S. Circuit 
Court of Appeals, Third Circuit, [18 Fed. (2d) 452] 
reversed the judgment in favor of the collector given 
after trial by jury in the U. S. District W. D. Penn. 
[17 Fed. (2d) 522], and held that a loss should be 
allowed as taken on the tax return. 

The United States Supreme Court affirmed the Cir- 
cuit Court of Appeals in holding that the transaction 
entered into for profit and resulting in the loss was 
not the purchase of the property but its appropriation 
for rental purposes, but the Supreme Court differed in 
the manner of determining the amount of loss. 

The only loss deductible in this case under Section 
214 (a) (5) of the Act of 1918 is one incurred in a 
transaction entered into for profit, later than the date 
of purchase, according to the Supreme Court opinion, 
which concludes as follows: 


For all that appears from the findings, the loss which 
had occurred between the date of purchase and March l, 
1913, may have occurred before the property was devoted 
to rental purposes. For that reason the findings do not 
support the judgment. The cause should be remanded for 
a new trial so that the value of the property as of October 
1, 1901, when rented, may be found. If that value is larger 
than the value of March 1, 1913, the deduction made below 
should be allowed; if less, only the difference, if any, be- 
tween its then value and the sale price should be allowed. 
See United States v. Flannery, 268 U. S. 98; McCaughn v. 
Ludington, 268 U. S. 106, reversed. 


Dividends of Banks Now Subject to the 


New York State Income Tax 

TOCKHOLDERS of national banks, state banks 
and trust companies, organized under the laws of 
New York, who received dividends from such institu- 
tions after March 30, 1927, will be required to include 

the amount in their income tax returns. 
In order to meet certain adverse court decisions in 
respect to the taxing of national banks, the Legislature 
in 1923 found it necessary to exempt all national bank 


May, 1928 






dividends and dividends of state banks and trust com- 
panies organized under the laws of this State from the 
personal income tax. The condition which gave rise 
to such exemption was cured by act of Congress in 
1926 and the Legislature has again imposed the income 
tax upon dividends of the shares of those banks form- 
erly exempted, which were ‘received after March 30, 
1927. Thus such dividends are taxable in the same 
manner as are dividends from all other corporations. 


Court Decisions 

Affiliated Corporations.—Substantially all the stock of two 
corporations was held to be owned, if not controlled, by 
the same interests within the meaning of Sec. 240 (b) (2), 
Act of 1918, the right to affiliation not being affected by the 
fact that, under an agreement between one of the corpora- 
tions, its stockholders, and a committee of its creditors, all 
the assets of the corporation and all its stock were trans- 
ferred to such committee as security for the claims of the 
creditors, with the right to control the corporation and to 
dispose of its assets, but not of the stock. (This was a 
reversal of the decision of the Board of Tax Appeals [Dec. 
No. 2425, C. C. H.].)—United States Circuit Court of Ap- 
peals, Fourth Circuit, in Lavenstein Corporation v. Com- 
missioner of Internal Revenue. 

Associations, Taxable—(1) A group engaged in a fire 
insurance business upon the reciprocal or interinsurance 
plan through an attorney in fact,was held to be an associa- 
tion subject to the tax on premiums paid upon the issuance 
of insurance policies under the 1917 and 1918 Acts. 

(2) Such association was held not exempt from the tax 
upon issuance of policies under the provisions of the 1917 and 
1918 Acts exempting certain mutual associations, which 
were exempt from income tax under the income tax pro- 
visions of the same Acts, since it was not of a purely local 
character, and it received income from large investments, 
so that its income did not consist solely of assessments, 
dues, and fees collected from its members.—Court of Claims 
in Hardware Underwriters and National Hardware Service 
Corporation, a Corporation, v. The United States (No. C-1277). 

Banks—Taxable Income.—Interest collected by a bank in 
1921, after a merger, upon loans made by one of the merg- 
ing banks maturing prior to the date of the merger, was 
held not to be income to the merged bank, when, in accord- 
ance with the merger agreement, the interest collected was 
paid to the stockholders of the old bank.—Court of Claims 
of the United States in First National Bank of Kulm v. 
United States (No. H-55). 

Business Expenses—Amounts subscribed and paid by a 
corporation to war funds of the Red Cross, the Y. M. C. A,, 
and similar agencies during the years 1917 and 1918, were 
held not deductible as ordinary and necessary business ex- 
penses.—Court of Claims of the United States in Consoli- 
dated Light and P wer Company of Baltimore v. United States 
(No. D-723). 

Charitable Contributions—Basis for Determination of De- 
duction.—Income derived in 1918 and 1919 from:a business 
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WEEE various organizations have taken issue with 
Secretary Mellon’s estimates of revenue for the next 
fiscal year, thus far no detailed estimate of receipts has 
been produced that refutes the Treasury Department 
figures. Hence, if Congress takes any other course than 
that recommended by Mr. Mellon, it will be sailing on an 
uncharted sea. On the basis of an estimated surplus of 
$212,000,000, the Treasury recommends that taxes be re- 
duced by about $200,000,000. The previous recommenda- 
tion was for a reduction of about $225,000,000. It was 
explained that the modification of the amount by which it 
was considered safe to reduce Federal revenue was due to 
changes in expenditures by Congress, rather than in the 
estimate of receipts. 

For the fiscal year 1929 the income tax is estimated to 
produce $1,890,000,000. Total collections to April 1 aggre- 
gated approximately $1,418,000,000, as compared with 
$1,422,000,000 on April 1 a year ago. On the basis of these 
figures, it is established that current tax collections for the 
first half of the fiscal year 1929 will not differ materially 
from the first half of 1927 and 1928, which confirms previous 
Treasury estimates. As to collections in the lafter half of 
1929, these will be based on the income of the calendar year 
1928, concerning which there is less certainty. 

An anticipated decline of $131,000,000 from the back tax 
collections received in the fiscal year 1927, which amounted 
to $331,000,000, is based on the following statistics: 

“On June 30, 1926, there were on hand in the bureau, for 
years prior to 1925, 487,000 cases; on June 30, 1927, 154,000 
cases, and on Dec. 31, 1927, 66,000 cases, of which 12,000 
were refund cases which could produce no additional reve- 
nue. But these figures do not tell the complete story. The 
character of the problem is changing. It is being trans- 
ferred from the Internal Revenue Bureau proper to the 
General Counsel’s office and to the Board of Tax Appeals. 
This is the logical and inevitable development of the in- 
sistence on treating the collection of an income tax’ as a 
legal rather than as an administrative problem. As of 
March 1, 1928, taxes involved in appeals pending before 
the Board of Tax Appeals aggregated $685,526,232. Such 
an amount would seem to promise much in the way of 
future revenue. But consider these results: From July 1, 
1927, to Feb. 29, the board has closed cases involving ap- 
proximately $81,000,000 of deficiencies asserted, sustaining 
only $33,000,000, or 41 per cent. Thirty-three million dol- 
lars in eight months is not quite so promising from a 
revenue standpoint, particularly when you consider that in 
many of these cases further appeals will be taken to the 
Circuit Court of Appeals. But the significant figure is the 
percentage one. 

“The Government on these appeals is winning out only 
to the extent of 41 per cent of the deficiencies asserted, 
even after including items not in dispute. If this means 
anything it means that any number of these cases should 
never have gone to the board, but should have been dis- 
posed of by agreement. A sensible system of administra- 
tion would permit the settlement of cases whenever the 
odds on a question of law was all against the Government 
instead of compelling litigation. A change of policy in this 
respect appears to be highly desirable, and the department 
is seriously considering such a change unless this committee 
and the Ways and Means Committee should advise to the 
contrary. 

“There is no use minimizing the seriousness of the situa- 
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CA notable addition to the Nation's Capital 


Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get 
by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
appear on the surface. The letters are a 


real help to all tax men. Clients include 
tax practitioners and corporation officers. 
May we send you a copy of our latest 
letter? 


CLIP THIS COUPON TO YOUR LETTERHEAD 


The Kiplinger Washington Agency, 
Albee Building, Washington, D. C. 

Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 






















































































































































































































































































































































































184 THE NATIONAL INCOME TAX MAGAZINE 





tion. It is not too much to say that the whole, carefully 
thought-out machinery which was hopefully set up in 1924 
is threatened with a complete breakdown. In spite of 
splendid work done by the so-called Advisory Committee, 
which was created last October, in the last six months, 60 
per cent of the deficiencies asserted were appealed to the 
Board of Tax Appeals. There were pending on March 1, 
21.381 cases before that Board, and, working with the utmost 
expedition, the Board can only dispose of about 3,000 cases 
a year except by stipulation.” 


; ‘THE crusade against the Federal estate tax is regarded 

by many members of Congress as a preliminary to a con- 
certed attack on all state estate or inheritance tax laws, and 
hence is meeting more determined opposition than it would 
otherwise. 

Opponents of the repeal of the tax might have been less 
on the alert but for the disclosures in connection with the 
anti-estate tax lobbying when the measure was considered 
by the Ways and Means Committee and the Suspicion that 
the appointment of Wm. R. Green, former chairman of the 
Ways and Means Committee, to a judgeship on the United 
States Court of Claims was a maneuver to weaken their 
forces. 

It probably was out of recognition of the danger that the 
whole tax bill might be jeopardized, if the original agree- 
ment by ten of the Republican members of the Senate 
Finance Committee to hold out for repeal of the estate 
tax was maintained, that the repeal provision was omitted 
from the committee’s tax reduction plan as finally approved. 


SSURARCE that the revenue bill would not be placed 
in the danger of a presidential veto because of a tariff 
rider was given to the Senate on April 18th by Senator Pat 
Harrison, a member of the Finance Committee. There 
was previously some anxiety when Senator Shipstead 
offered a tariff revision amendment in the hope of support 
from the Democratic side. Senator Harrison confirmed the 
statement of Senator Simmons, ranking Democrat on the 
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Finance Committee, that there had been no agreement 
between Senator Shipstead and Democrats on the amend- 
ment. 

“I am sure that Democrats will approve the statement 
by the Senator from North Carolina (Mr. Simmons) that 
he hopes nothing would be attached that would embarrass 
or defeat tax legislation,” said Senator Harrison. “I wish 
the House had passed some tariff legislation and that the 
Senate might consider it as a rider to some other bill. But 


the tax bill is too important to attempt tariff legislation 
upon it.” 


Representative Bacharach (Rep.), of Atlantic City, N. J., 
was appointed, on April 5, to fill the vacancy on the Joint 
Congressional Committee on Internal Revenue Taxation 
created by the resignation from the House of Representa- 
tive Green (Rep.), of Council Bluffs, Iowa. 


"TREASURY objections to the graduated tax on corpora- 
tions as provided in the House revenue bill were reflected 
by W. G. Awalt, deputy comptroller of the currency, in an 
address on April llth before the Detroit Chapter of the 
American Institute of Banking. 

“It is entirely right and proper,” he said, “that an in- 
dividual having a net income of $500,000 should pay a tax 
at a higher rate than an individual with a net income of 
$5,000, since the man with the large income has a far greater 
tax-paying ability than the man with the small income. But 
it is very different in the case of corporations. With them 
the size of the net income has no relation to the corpora- 
tion’s ability to pay unless we take into consideration the 
controlling factor of capital invested in the business. 

“The excess profits tax was an attempt to grade the cor- 
poration tax in accordance with ability to pay but, of 
course, it took into consideration the capital factor. Most 
persons agreed that such a tax was theoretically sound, but 
we found in practice that it could not be successfully ad- 
ministered. ® Eliminating the capital factor, however, the tax 
could not be considered sound even in theory. Certainly 
there is no reason, if I invest $1,000 in a $1,000,000 cor- 
poration from which I receive only a 5 per cent dividend, 
why the returns on my investment should be reduced by a 
1344 per cent tax before they reach me, while, on the other 
hand, if I invest $1,000 in a $50,000 corporation from which 
I receive a 20 per cent dividend, the income is to be re- 
duced by not more than 5 per cent, 7 per cent, or 9 per cent. 

“The conclusion is inescapable, I think, that a graduated 
tax on corporations has no place in our income tax law or 
in a country where holdings in corporations are so scattered 
and in small as well as large amounts.” 


THE bill introduced by Senator Norbeck to amend Sec- 
tion 5219 of the United States Revised Statutes so that 
banks will be placed in a separate class for tax purposes is 
meeting with opposition from banking organizations. 

At the recent general tax conference held under the 
auspices of the Committee on Federal and State Taxation 
of the American Bankers Association at Atlanta, Georgia, 
it was declared that the effect of the amendment would be 
that of enabling any state to tax bank shares to an un- 
limited extent. At present the law gives effect to the 
principle that banks shall not be taxed higher than com- 
peting capital. 

“The states of New York, Massachusetts and Wisconsin,” 
said a conference resolution, “have substituted a system 
of taxation of banks on their income in lieu of the advalorem 
tax on shares with successful results. It is believed that a 
system of income taxation of banks can be successfully 
adopted in many other States and thereby escape the vexa- 
tious questions of discrimination which grow out of taxa- 
tion of credit investments and intangibles at a lower rate 
than bank shares.” 

The history and condition of bank taxation in a number 
of the states was presented, indicating the tendency of 
many states to place an undue burden of taxation upon 
bank shares, and it was emphasized that there is more necessity 
than ever before for retaining the present restrictive pro- 
visions of Section 5219, in view of the large and increasing 
volume of competing capital in a variety of forms which, it 
was stated, escapes its fair share of the tax burden. 
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It was urged that the continued protection of Congress 
is necessary to the perpetuation of the national bank and 
Federal Reserve systems, and, further, that the amend- 
ments now proposed had been heretofore urged and settled 
adversely to the proponents when the law was amended in 
1923, and again in 1926, under which amendments the states 
have the alternative of imposing an excise tax upon national 
banks measured by their income in lieu of a property tax 
on their shares. 


SUBSCRIBERS’ COLUMN 


New York City, April 15.—Sir: A taxpayer who 
lives in a county in New York near the Massachusetts- 
Connecticut border, pays his Federal Income Tax to 
a Collector in Albany, has his alleged mistakes re- 
viewed by an Internal Revenue Agent in charge in 
New Haven and receives threats of distraint from 
Tuckahoe, which is in Southern New York. If de- 
centralization is the right policy, isn’t it about time to 
consolidate the offices of the Collector and the Internal 
Revenue Agent in charge? 


The Joint Congressional Committee reported that 
consolidation would save over $1,000,000 a year, which 
is almost sufficient to prove that it ought to be ar- 
ranged at once. Besides, it should make the adjust- 
ment of disputes more convenient for the taxpayer and 
the Government officials, and the Joint Congressional 
Committee says that it would greatly increase efficiency 
in the Bureau. 


If your readers agree with these sentiments, they 
should write their Senators and ask them to organize 
a campaign to include consolidation in the Revenue Bill 
now pending in Congress, and they should also urge 
their Congressmen to try to secure consolidation in the 
Conference Committee Report. 

Yours for efficiency, 
“TIRED BusINEss Man.” 


Significant Decisions of the Board of 
Tax Appeals 


Association Distinguished from Trust.—l. Where one 
purchased an oil and gas lease and certain water rights and 
was unable financially to pay the purchase prices and de- 
velop the property, and where he from time to time solicited 
and received assistance from others, and where such others 
so contributing had no voice in the selection of contributors, 
and where such properties were managed by the purchaser 
in whose name the legal title was vested, Held, that such 
an enterprise was a joint adventure. 

2. Where individuals associated themselves together for 
the purpose of transacting business under corporate forms 
and methods, Held, that the entity so formed was for in- 
come-tax purposes, an association, irrespective of the fact 
that exclusive authority was conferred upon their manag- 
ing agent who was styled trustee and who held the legal 
title to all its property. 

3. Invested capital of an association determined in ac- 
cordance with the provisions of Section 331 of the Revenue 
Act of 1918. 

4. Basis for gain or loss determined in case of sale of 
property of an association. 

5. Where association (a) transferred certain of its as- 
sets to association (b) and where such assets constituted all 
the assets of association (b), and where association (b) paid 
association (a) for said assets with the whole of its capital 
stock, which canital stock was distributed by association (a) 
to its stockholders, Held, that in the absence of a showing 
by petitioners that association (a) did not have a surplus 
equal to or greater than the amount of distribution, such 
distribution was taxable as a dividend—E. A. Landreth 
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Company v. Commissioner, Dec. No. 3715 (C. C. H.), Docket 
No. 15835. 

Contributions, Non-deductible—A contribution to a ceme- 
tery not operated for gain issnot deductible by an individual 
from gross income under the provisions of Section 214 (a) 
(11) of the Revenue Act of 1921.—George L. Craig v. Com- 
missioner, Dec. No. 3747 (C. C. H.), Docket No. 9819. 

Depreciation Allowances in the Case of Beneficiaries of 
Trusts.—The petitioner, a beneficiary under a testamentary 
trust was held not entitled to deductions for depletion on 
account of the removal of ore from property forming a 
part of the corpus of the trust. The Board followed its 
previous decision in Fleming, et al., v. Commissioner, Dec. 
2368, 6 B. T. A. 900.—Kate Fowler Merle-Smith v. Commis- 
sioner, Dec. No. 3752 (C. C. H.), Docket Nos. 4584, 7957, 
18564. 

Dividends, When Taxable—The date of payment of a 
dividend, rather than the date of declaration, is controlling 
in determining the extent to which a stockholder is to be 
taxed by reason of the payment thereof.—E™mily D. Proctor v 
Commissioner, Dec. 3745 (C. C. H.), Docket No. 11734. 

Estates, Income Tax on.—(1) Interest accrued to the 
date of the decedent’s death on securities owned by him 
and dividends declared prior to his death but payable after 
his death on stocks owned by him were a part of the corpus 
or principal of his estate. 

(2) The collection by the petitioners of the interest ac- 
crued to the date of the decedent’s death on securities 
owned by him and of dividends declared prior to but pay- 
able after his death on stocks owned by him was a mere 
conversion in cash of capital assets of his estate. Only 
so much of the proceeds of the conversion as exceeded the 
fair market value at the date of his death of the right to 
receive such interest and dividends when payable was gain, 
profit or income to the estate under the provisions of the 
Revenue Act of 1918.—William K. Vanderbilt et al., Execu- 
tors, v. Commissioner, Dec. No. 3764 (C. C. H.), Docket No. 
13030. 

Federal Estate Tax.—Gross estate should not include, 
under Sec. 402(c), Act of 1921, the value of securities 
placed in trust on October 11, 1918, and October 17, 1921, 
the income of one to be paid to the decedent during his 
life, that of the other to a designated beneficiary during 
the decedent’s life, the corpus of both trusts to be dis- 
tributed at decedent’s death, such transfers having been 
made prior to the effective date, November 23, 1921, of the 
1921 Act.—Homer S. Johnson et al., Executors, v. Commis- 
sioner, Dec. No. 3816 (C. C. H.), Docket No. 8439. 

Invested Capital—Where a corporation kept its books 
upon a partnership basis, and stockholders’ accounts were 
credited with profits, appreciation of assets, contributions 
of capital, and were charged with losses and withdrawals, 
and corporate affairs were confused with stockholders’ per- 
sonal affairs, the debit balances against the stockholders’ 
accounts, resulting from the establishment of the books 
upon a corporate accounting basis and an adjustment of 
their personal accounts, are not valid accounts receivable, 
but represent distributions of corporate property and can- 
not be included in invested capital—John Feist & Sons Com- 
pany v. Commissioner, Dec. No. 3733 (C. C. H.), Docket No. 
10466. 





Following the decision in Columbus Canning Company 
(Dec. 3642 [C. C. H.], Docket No. 9582), the Board held 
that noninterest-bearing demand promissory notes, bona fide 
paid in for treasury stock were to be includable in invested 
capital in an amount equal to their actual cash value at the 
time turned in for stock—Doernbecher Manufacturing Com- 
pany v. Commissioner, Dec. No. 3750 (C. C. H.), Docket 
Nos. 14387 and 19152. 

Involuntary Conversions—Bases for Determining Loss.— 
In the case of a loss arising from the destruction of prop- 
erty by fire in 1922 where the property so destroyed was 
acquired subsequent to March 1, 1913, the deduction on 
account of such loss, under Section 214 (a) (6) of the Rev- 
enue Act of 1921, shall be computed upon the basis of the 
cost of such property. Loss disallowed for lack of evidence 
as to cost—J. N. Camden v. Commissioner, Dec. No. 3746 
(C. C. H.), Docket No. 11505. 

Jurisdiction of the Board.—The fact that the Board may 
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determine that no deficiency exists because of a failure of 
the Commissioner to give credit for taxes assessed and paid 
on the original return will not oust the Board of jurisdic- 
tion of the proceeding instituted on account of the deter- 
mination of the deficiency by the Commissioner. 

The filing of a suit by a taxpayer in a United States Dis- 
trict Court on account of an alleged overpayment of taxes 
will not oust the Board ‘of jurisdiction on account of a de- 
ficiency notice for the same year, whether such deficiency 
notice was issued prior or subsequent to the filing of the 
suit—C. A. O’Meara v. Commissioner, Dec. No. 3729 (C. 
C. H.), Docket No. 9822. 

Liquidating Dividends.—A dividend declared from profits 
was held to be subject to both normal and surtax as a 
liquidating dividend under the 1918 Act where declared at 
a stockholders’ meeting in which it was resolved to dissolve 
the corporation and to form a partnership to continue the 
business, and paid when the assets were distributed, the 
distribution of such surplus constituting a step in the proc- 
ess of dissolution.—S. B. Dandridge v. Commissioner, Dec. No. 
3785 (C. C. H.), Docket No. 9348. 

Patents—Tax Liability on Compensation for Assignment 
of Rights.—Where petitioner applied in 1911 for a patent 
and at the same time assigned his rights to his invention 
and to the patents when secured, and where he was to 
receive as compensation what his patent when acquired was 
reasonably worth, and where the patent was issued in 1918 
and petitioner was not paid the sum of $25,000 in 1920, 
Held, that in the absence of proof of value on March 1, 
1913, the whole of said payment constituted taxable income. 
—Augustus M. Saunders v. Commissioner, Dec. No. 3748 (C. 
C. H.), Docket No. 10526. 

Personal Exemption Distribution on Separate Returns.— 
Where a wife makes no return of her income and it is not 
reported by her husband in a joint return and-the entire 
personal exemption is allowed the husband, she is not en- 
titled to claim a part of the personal exemption in a return 
filed for her by the Commissioner under Section 3176 R. S. 
—NMrs. Carmen V. Green v. Commissioner, Dec. No. 3736 (C. 
C. H.), Docket No. 28982. 

Real Estate Accounting.—A corporation engaged in buy- 
ing and selling land is not entitled to have its income deter- 
mined by the use of inventories under Sec. 203, 1918 Act, 
where contrary to the ruling of the Commissioner, and the 
proof does not establish that their use is in conformity to 
the best accounting practice in the trade or business and is 
required as most clearly reflecting income.—Altlantic Coast 
Realty Co. v. Commissioner, Dec. No. 3783 (C. C. H.), 
Docket No. 10496. 

Reorganization—Taxable Gain.—Taxable gain in the dif- 
ference between the basis of their stock and the value of 
the assets received, was realized where the corporate reso- 
lution recited a sale of the corporate assets at a specified 
sum to the three chief stockholders, who, however, paid no 
money, but formed a partnership under the same name, 
with interests equal to their respective stock interests in 
the corporation, turned in their shares to the corporation 
and received the net assets of the corporation.—Aaron 
Pomeranz v. Commissioner, Dec. No. 3805 (C. C. H.), Docket 
Nos. 11759, 11760, 11761. 

Statute of Limitations—When a return was filed prior to 
the passage of the Revenue Act of 1921, for a fiscal year 
ending July 31, 1921, and the provisions of the Revenue Act 
of 1921 did not increase the tax liability of the petitioner on 
the basis of the return filed, and where the Commissioner 
failed to notify the petitioner that additional tax was due 
under the provisions of the Revenue Act of 1921, prior to 
the expiration of four years after the return was filed, the 
Commissioner is barred by the statute of limitations from 
asserting a deficiency.—Palmetto Coal Company v. Commis- 
stoner, Dec. No. 3741 (C. C. H.), Docket Nos. 9478, 18272 
and 20306. 





Collection of a tax for 1917 is not barred until six years 
after the assessment of the tax within the period of limita- 
tion as extended by the waivers, where an unlimited waiver 
was executed February 15, 1923, which expired April 1, 
1924, and another was executed February 11, 1924, extend- 
ing the time for determination, assessment and collection 
of the tax for one year after the expiration of the statutory 
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period or such period as extended by previous waivers. 
Milliken, Phillips and Siefkin concurring, dissent on the 
ground that the statutory period for assessment and col- 
lection provided in the 1921 Act had expired before the 
enactment of the 1924 Act, and that the agreement of Feb- 
ruary 11, 1924, entered into before the enactment of the 
1924 Act, limited the period of collection to one year after 
the date of the agreement, and no suit was begun or dis- 
traint warrant issued to collect the tax within the period 
for collection as extended by the agreement.—G. L. Ramsey 
v. Commissioner, Dec. No. 3771 (C. C. H.), Docket No. 6540. 





The running of the statute of limitations was started by 
consolidated income and profits tax returns for 1918 and 
1919, filed in good faith, where the names of the companies 
included in the consolidation were made clear, the gross in- 
come, deductions and credits in total for the consolidated 
group were included although such items of income and 
deductions may not have been in sufficient detail to enable 
the Commissioner accurately to compute the tax against 
each of the companies, such returns being in “substantial” 
compliance with the law. A deficiency asserted against one 
of the affiliated group after the running of the statute on 
such return is therefore barred. It was not intended in 
Appeal of F. A. Hall Co., Inc.3 Dec. 1359 [C. C. H.], to lay 
down the rule that items of gross income and deductions 
of all affiliated corporations must be stated in the consoli- 
dated return, “substantial” compliance with Sec. 239, being 
the requirement. Arundell, Littleton and Trammell con- 
curring, dissent on the ground that such a return did not 
constitute substantial compliance with the statute.—Stetson 
& Ellison v. Commissioner, Dec. No. 3774 (C. C. H.), Docket 
No. 8736. 


lin Appeal of F. A. ‘Hall Co., Inc., a consolidated income and 
profits tax return for the calendar year 1918 was held to be the 
return of each of the corporations as required under the then 
existing law and regulations, starting the running of the stat- 
utory period under Sec. 277 (a) (2), Act of 1924, though the 
corporations were affiliated for only a part of the year, where 
the facts respecting gross income and allowable deductions of 
each were set forth in the return as required by Section 239. 
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Transferees, Liability of—Interpretation of Section 280. 
—Where the liability of a taxpayer for an assessed but un- 
collected income tax for the calendar year 1917 was extin- 
guished by Section 1106 (a) of the Revenue Act of 1926, 
there is no liability assessable under the provisions of Sec- 
tion 280 of the Revenue Act of 1926 against a transferee 
of such taxpayer in respect of the tax for the year 1917.— 
Marion Parsons Spencer v. Commissioner, Dec. No. 3790 (C. 
C. H.), Docket No. 22194. 


Philippine Income Tax Declared Unfair 


to American Business Men 

ECTION 262 of the Revenue Act of 1926 dis- 

criminates against the American citizen doing 
business in the Philippine Islands by compelling 
him to pay heavier taxes than are paid by his 
Filipino or foreign competitors. This declaration 
was made to Congress by Secretary of War, Dwight 
F. Davis, in a statement, which explained the situa- 
tion as follows: 


“The original United States income tax law provided in 
effect that persons in business in the Philippine Islands 
would pay to the Philippine Government the tax imposed 
by that law. It provided that the Philippine legislature 
might modify the law to suit conditions in the Philippine 
Islands. The principle, however, was that the tax to the 
Philippine Government was exclusive, and a man doing 
business in the Philippine Islands paid the tax to the 
Philippine Government and not to the United States. 

“The income tax law of 1918 changed the foregoing as it 
affected American citizens. Briefly, it required them to pay 
to the Philippine Government the tax imposed by that gov- 
ernment and to pay to the United States Government the 
tax imposed by the law of 1918, less any amount which 
should be paid to the Philippine Government. The United 
States tax greatly exceeded the tax imposed by the Phil- 
ippine Government; consequently, an American business 
man in the Philippine Islands, if successful, was compelled 
to pay a tax on his income far exceeding the tax imposed 
on an equal income of his Philippine or foreign competi- 
tors.” 


TREASURY DECISIONS 


Assessment—Validity—Burden of Proof.—In a suit for 
the recovery of an excess-profits tax alleged to have been 
illegally collected by reason of the refusal of the Commis- 
sioner to compute such tax under Sections 327 and 328 of 
the Revenue Act of 1918, it is incumbent upon the plaintiff 
to allege facts showing wherein the assessment as made is 
erroneous and what the correct assessment should be. A 
mere allegation of facts designed to show that the Com- 
missioner used a wrong method is insufficient to overcome 
the presumption of correctness which attaches to an assess- 
ment. (T. D. 4139:VII-14-14.) On authority Atlanta Cas- 
ket Co., Plaintiff in Error, v. J. T. Rose, Collector’; decision 
of U. S. Circuit Court of Appeals, Fifth Circuit, rendered 
on Nov. 30, 1927. In this decision the court followed 
Anderson v. The Farmers Loan & Trust Co. (241 Fed. 322). 
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Business Expense, Deductible—Where the consideration 
for the lease of a building for a term of years commencing 
January 1, 1917, is a stipulated monthly amount plus a part 
of the profits for the year 1917 from the business to be 
conducted therein and the lessor’s board for that year, only 
an aliquot part of the amount of the profits and the value 
of the board based on the number of years the lease has to 
run is deductible by the lessee’ as a business expense in 
determining his net income for the year 1917. (T. D. 4138: 
VII-14-11.) On authority of Galatoire Bros., Plaintiffs in 
Error, v. D. Arthur Lines, Collector; decision of U. S. Cir- 
cuit Court of Appeals, Fifth Circuit, rendered on Jan. 23, 
1928. 

Federal Estate Tax—Community Property.—In determin- 
ing the gross estate of a deceased husband for the purpose 
of the Federal estate tax, there should be included the 
entire value of the community property acquired under the 
laws of the State of Califormnia. (T. D. 4137:VII-13-12.) 
On authority of Cynthia R. Talcott, Executrix, Plaintiff in 
Error, v. United States of America; decision of U. S. Circuit 
Court of Appeals, Ninth Circuit, rendered on Jan. 20, 1928. 

Jeopardy Assessment—Collection of Taxes.—Where a 
jeopardy assessment is made under Section 279 of the 
Revenue Act of 1926 and thereafter the taxpayer duly files 
a petition with the Board of Tax Appeals for a redetermi- 
nation of the deficiency, Section 274(a) of that Act does 
not authorize a suit for the purpose of restraining the col- 
lection of the tax during the pendency of the petition unless 
the taxpayer has filed a bond as provided in Section 
279 (f). (T. D. 4140: VII-14-5.) 

Loss Unrelated to Business—Act of 1917.—The net in- 
come of an individual derived from his trade or business 
which is subject to the excess profits tax imposed by Sec- 
tion 209 of the Revenue Act of 1917, is determined without 
a deduction for a loss sustained on account of a transaction 
not a part of such trade or business. (T. D. 4142:VII-15- 
13.) ‘Based on the decision of the Court of Claims of the 
United States in Edwin N. Chapman v. United States, decided 
Nov. 7, 1927. 


Refunds Made by Mistake, Recovery of.—There is no 
statutory limitation to the recovery by the Government of 
taxes refunded by mistake under an. erroneous construction 
of the law. (T. D. 4137:VII-13-12.) On authority of 
Cynthia A. Talcott, Executrix, Plaintiff in Error, v. United 
States of America; decision of U. S. Circuit Court of Ap- 
peals, Ninth Circuit, rendered on Jan. 20, 1928. 


Court Decisions 
(Continued from page 182) 


conducted as an individual prior to incorporation in 1919 
upon which a taxpayer elected to be taxed as corporate in- 
come under Sec. 330, Act of 1918, may not be included in 
determining the 15 per cent limitation upon deductions for 
charitable contributions.—U. S. District Court, So. Dist. of 
New York, in Reuben Sadowsky v. Anderson, Collector (L. 
41-163). 


Collection of Taxes—Injunction Denied.—An injunction 
was denied to restrain the collection of a tax assessed for 
the fiscal year 1919 within the statutory period applicable 
thereto, where collection was claimed to be barred by the 
statute of limitations provided in Sec. 250 (d), Act of 1921, 
and the liability therefor extinguished under Sec. 1106 (a), 
Act of 1926, the court holding that Sec: 3224, Rev. Stats., 
forbids a suit to restrain the collection of the tax, and the 
taxpayer has an adequate remedy at law.—U. S. Circuit 
Court of Appeals, Second Circuit, in The Ellay Company v. 
Frank K. Bowers, Collector. 


Compensation from Municipalities—Income received in 
1917 from street paving contracts awarded by boards of 
local improvements of two Illinois municipalities was not 
exempt as compensation received by an employee of a 
municipality——Court of Claims in James A. Sackley Com- 
pany v. The United States (No. E-342). 


Deductions Against Gross Income.—A deduction was al- 
lowed in 1918 of the amount of a judgment rendered in that 
year against a taxpayer on the accrual basis, paid in 1920 
when the judgment was affirmed, where, upon appeal from 


nm 


rt 
ye 
ly 
ie 


in 
: 
in 
r- 


n- 
se 
re 
1e 
& 
in 
Lit 


he 
es 
Li- 
es 


y1- 


on 


ut 


not 
Fa 
m- 


al- 
hat 
920 
om 


May, 1928 


the judgment, United States bonds in excess of the amount 
of the judgment were deposited with a trustee as security 
pending the outcome of the appeal. 

A deduction was disallowed for the year 1919 of an 
amount set up on the books in order to provide for any 
possible increase in the amount of the judgment.—Court of 
Claims of the United States in Malleable Iron Range Com- 
pany v. United States (No. D-510). 

Dividends—Taxability.— Dividends declared and paid dur- 
ing the year 1917, are taxable at 1917 rates to the extent 
that the distributing corporation had profits which were 
earned during the period from January 1, 1917, to the date 
of payment of the dividends, and not to the date of the 
declaration thereof.—Court of Claims in J. R. Poste v. The 
United States (No. D-788).- 


The March 1, 1913, value of stock acquired prior thereto 
based upon the net worth of the corporation at such date 
was reduced by the value of real estate transferred shortly 
thereafter by the corporation to another corporation organized 
to take over such assets, the stock of which was subscribed for 
by the stockholders of the transferor corporation in the pro- 
portion of their stockholdings in the latter, which thereupon 
declared a dividend of the amount received for the real es- 
tate, in determining gain to the stockholders upon the liqui- 
dation in kind of the transferor corporation in 1920. 

No loss due to loss of good will was sustained where the 
stockholders continued the same business under the same 
name upon the liquidation of a corporation in kind.—U. S. 
Circuit Court of Appeals, Eighth Circuit in W. C. Tucker v. 
A. C. Alexander, Collector (No. 7124). 

Excise Tax On Clubs.—A club, the predominant purpose 
and function of which was to furnish to members lunch be- 
tween stated hours on business days only, is not a social 
club within the purview of the 1921, 1924 and 1926 Acts, 
imposing a tax on dues paid to social clubs, and regulations 
thereunder.—Court of Claims in Aldine Club v. The United 
States (H-216). 

Federal Estate Tax.—Gross estate for Federal estate tax 
purposes held not to include value of gifts made in 1919 and 
1920 within two years prior to the death of the decedent, 
upon the authority of Meyer v. United States, 60 Ct. Cls., 474. 
—Court of Claims in Mary L. Howard, Adm., v. The United 
States (No. F-177). 


A transfer of property by decedent to her two children 
was not intended to take effect in possession or enjoyment 
at or after her death, and was a bona fide sale for a fair 
consideration, within Section 402 (c) of the 1918 Act, 
where, in consideration of the transfer, the children agreed 
to pay her $6,000 per year during her lifetime as well as 
taxes and insurance on her property during her life, and to 
hold as their joint and undivided property during her life- 
time the estate of their deceased father, one-third of which 
constituted the subject-matter of this transfer—Court of 
Claims in Charles K. Lincoln, Adm., v. The United States 
(No. F-200). 


In determining the value of the net estate for estate tax 
purposes, the deduction of property which can be identified 
as having been acquired by the decedent in exchange for 
property acquired from a decedent who died within five 
years, under Sec. 403 (a)*(2), Act of 1918, is not limited to 
one transaction of exchange whether it be barter, the stb- 
stitution of one security for another through the medium 
of money or otherwise, the only limitation being that of 
identification of property. The decision of the District 
Court, 21 Fed. (2d) 781 is reversed and remanded for a new 
trial on the issue of identification. 

An action against the executor of an estate in his capa- 
city as such for collection of deficiency in estate tax is not 
barred by Sec. 407, Act of 1921, which provides for the dis- 
charge of the executor from personal liability for additional 
tax under the conditions specified therein. District Court 
affirmed on this point. 


Interest at 6 per cent from the expiration of one year 
after the decedent’s death should be computed under the 
1918 Act on a deficiency in estate tax as finally determined. 
District Court affirmed on this point.—U. S. Circuit Court 
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of Appeals, Third Circuit, in Elmer E. Rodenbough, Executor, 
v. United States of America (No. 3702). 

Interest on Refunds.—Interest upon an amount refunded 
in 1923 was allowed even though no formal claim for re- 
fund had been filed. Under Section 1324 (a) of the 1921 
Act (which under the decision of the Supreme Court in 
United States v. Magnolia Petrolewm Co. is applicable), provid- 
ing for payment of interest upon the allowance of a claim 
for refund, a letter, containing all the essential information 
required to be set out in the official forms, is sufficient.— 
Court of Claims in Georgeine S. Lasher v. The United States 
(No. F-57). 

Jurisdiction of Court of Appeals—The Circuit Court of 
Appeals has no jurisdiction to review a decision of the 
Board of Tax Appeals where hearings were had and briefs 
filed prior to the effective date of the 1926 Act.—U. S. Cir- 
cuit Court of Appeals, Second Circuit, in David H. Blair, 
Commissioner, v. Harmon W. Hendricks. 

Life Tenant—Deduction—A life tenant is taxable upon 
the income received from a testamentary trust, without de- 
duction for exhaustion of the corpus of the trust. (Board of 
Tax Appeals decision [No. 1845, C. C. H.; 5 B. T. A. 191] 
affirmed.)—Court of Appeals of the District of Columbia 
in Marguerite T. Whitcomb v. David H. Blair, Commissioner 
(No. 4592). 


Liquidated Corporation—Tax Liability of Stockholders.— 
In a suit in equity for 1920 and 1921 taxes due from a 
liquidated corporation which had not surrendered its char- 
ter, brought against the stockholders who had received the 
corporate assets on liquidation, objection to the nonjoinder 
of the corporation was overruled, the Court holding that it 
would be idle and useless fo make it a party, there being 
no officers to serve and no corporate assets to secure. 

The duty of the stockholders receiving corporate assets 
in liquidation to account to creditors is not barred by the 
statute of limitations unless the claim against the corpora- 
tion is barred. 

Justice can be better attained and the matter better han- 
dled in one suit for taxes due from a liquidated corporation 
with all stockholders who are liable to account present as 
parties.—U. S. District Court, No. Dist. of Georgia, Atlanta 
Div., in The United States of America v. T. H. Austin, et al. 

Non-taxable Income.—No taxable gain was derived by a 
trust company, a member of a syndicate organized to reor- 
ganize a corporation, upon the acquisition of stock of the 
new corporation, for which it was held to have subscribed, 
at a price less than that at which stock of the same issue 
was sold, any gain derived from the transaction not being 
realized until the stock was sold or otherwise disposed of. 
—wU. S. Dist. Court, No. Dist. of Georgia, Atlanta Div., in 
Trust Company of Georgia v. J. T. Rose, Collector. 

Resident Alien—Definition—An alien, who during a 
period of twenty-seven years spent over twenty-two years 
in the United States, expecting ultimately to return to Eng- 
land to live, acquired an abode in the United States of such 
a permanent character as to constitute him a resident-alien 
within the meaning of the regulations, and, as such, taxable 
on all his income wherever derived. 

The continuous construction given to the word “resident” 
by the Treasury Department since the passage of the In- 
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come Tax Act of 1913 is binding upon the courts except 
where the text of the statute furnishes cogent reason to 
depart from it.—Circuit Court of Appeals, Second Circuit, 
in Charles W. Bowring v. Frank K. Bowers, Collector. 


Special Assessment:—The Court of Appeals of the Dis- 
trict of Columbia affirmed the decision of the Board of Tax 
Appeals in 7. B. Hord Grain Company v. David H. Blair, 
Commissioner, that the special assessment provision of the 
1918 Act applies to the entire 1918 fiscal year and that the 
excess profits tax may not. be computed according to the 
normal method of the 1917 Act for the part of the fiscal year 
falling in 1917 and under the special assessment method of 
1918 Act for the part falling within the year 1918. 


The appellant urged that the tax for the fiscal year end- 
ing on June 30, 1918 should be one-half of the normal tax 
for 1917 plus the one-half of the amount under the special 
assessment method for twelve months under the 1918. This, 
according to the opinion, ignores the repeal of the 1917 
statute, and the requirement that fiscal returns made in 
1918 shall be computed as provided by the 1918 statute and 
rw according to any method outlined in the repealed 1917 

<. 

Stocks and Rights—Computation of Gain or Loss on 
Sale of.—Gain or loss upon the sale in 1920 of stock upon 
which the owner had exercised rights to purchase stock 
should be computed upon the basis of the combined cost 
of the old and new shares divided by the number of shares 
owned. (Decision of Board of Tax Appeals [Dec. No. 2161, 
C. C. H.; 6 B. T. A. 152] affirmed.)—Court of Appeals of 
the District Columbia in Frederick Ayer v. David H. Blair, 
Commissioner (No. 4627). 


Salaries, Unreasonable.—Compensation paid by a corpo- 
ration in 1920 and 1921, under written contracts with its 
officers and employees to conduct its business for its entire 
profits as salaries, in excess of the amount determined by 
the Commissioner as reasonable salaries, held to be unrea- 
sonable. 


The fact that a corporation can not deduct an unreason- 
able salary paid by it in determining its net taxable income 
has no bearing on the tax liability of the recipient, who re- 
turned it as salary and paid taxes on it, where, as between 
the corporation and the recipient, the contract was good. 
The recipient is not entitled to have his tax liability for the 
years involved recomputed by treating as dividends the ex- 
cess over the deduction allowed the corporation as reason- 
able salaries, and the excess of the taxes paid over that 
so computed credited against his liability for corporate taxes 
as stockholder in a subsequent liquidation—The United 
States of America v. T. H. Austin, et al. Decision by U. S. 
District Court, No. Dist. of Georgia, Atlanta Div. 


Testamentary Trusts.—A will providing for the accumu- 
lation in trust of the income of property held in trust was 
construed to create one trust, taxable as a single entity, 
rather than three separate trusts, taxable as three separate 
entities, even though it in part provided for “dividing the 
said trust fund, however, into three equal parts, one of the 
said parts to be held for each of my said children respec- 
tively.”—Court of Claims in Robert W. Johnson, Jr., et al., 
Beneficiaries, v. The United States. 
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Transferees, Tax Liability of—The District Court has 
jurisdiction under Sec. 1122 (a), Act of 1926, of a suit 
brought against the transferees of the corporate assets of a 
corporation dissolved August 28, 1917, for the collection of 
additional taxes for part of the calendar year 1917 assessed 
against the corporation though no notice was given to the 
transferees as provided in Sec. 274 (a), Act of 1926. 


Collection by a suit brought more than six years after 
assessment, against the transferees of corporate assets of a 
tax for part of the calendar year 1917 assessed in January, 
1920, within the statutory period applicable thereto, against 
a dissolved corporation upon the basis of a revenue agent’s 
report, held barred by the statute of limitations——U. S. 
District Court, District of Neb., Omaha Div., in United 
States v. Nelson B. Updike, et al. (No. 853, Equity). 

Wisconsin Inheritance Tax—Deduction for by Bene- 
ficiaries of Testamentary Trust.—The Wisconsin inheritance 
tax, as interpreted by the Wisconsin courts, is a tax on 
transferees, and when paid in 1924 by an executor under a 
will directing (a) the payment of the income of a trust to 
three beneficiaries for life and to the survivors at the death 
of any one of them, (b) the distribution of the corpus upon 
the termination of the trust, and (c) the payment of all 
state and Federal inheritance taxes upon the estate or upon 
the interests of the beneficiaries therein out of the principal 
of the estate, is deductible by the beneficiaries thereof.— 
U. S. District Court, E. D. of Wisconsin, in Douglas Van 
Dyke v. Wilkinson. 


Section 220—Should Corporations Worry? 
(Continued from page 172) 


plant and equipment. Since this amount came from 
earnings, the surplus to that extent is not available for 
dividends. As stated above, I think it extremely desir- 
able to have a surplus account in the balance sheet 
which will show the amount available for dividends. 
In the instant case, I would set up a reserve for addi- 
tions and betterments in the amount of $300,000. 

Assuming that the bonds originally were ten-year 
non-serial bonds, I think it necessary that the directors 
provide for their retirement at the end of the tenth 
year. This means that a reserve for bond retirement 
in the amount of $70,000 should be shown. 

It is also apparent from an examination of the 
balance sheet that the working capital requirements of 
the corporation have increased by $50,000. This fact 
should be reflected by a reserve for working capital 
of $50,000. 

Let us assume that the manufacturing processes are 
such that machinery and equipment may become ob- 
solete and require replacement, and that the cost of re- 
placement will be in excess of the original cost. Let 
us further assume that'a fund of $50,000 is reason- 
able for that purpose. I would show this by reserve for 
replacements of $50,000. 

Finally, a fund of $100,000 might be necessary for 
general contingencies. A reserve should be set up for 
that amount. 

In the following exhibit I have recast the credit side 
of the balance sheet. When proper surplus reserves 
have been set up, it is apparent that the corporation 
has no surplus available for dividends. 

Similar changes should be made on the asset side. 
The investments of. $370,000 should be divided and 
earmarked as assets retained for specific purposes. The 
bond retirement fund requires assets of $70,000; the 
depreciation fund requires assets of $100,000; the re- 
placement fund, $50,000; and contingencies fund, 
$100,000. In the exhibit I have also recast the asset 
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expert is not adopted by the Board, his testimony ap- 
side of the balance sheet to reflect these facts. In mak- 
ing these changes, I am not unmindful of the fact that 
it is considered quite proper to have some of these 
requirements represented by investment in plant and 
equipment. In the case of public utilities for instance, 
it is considered entirely proper that the depreciation 
reserve be reinvested in plant. However, I feel that 
the directors, in their discretion, may well have these 
funds invested in cash or marketable securities. 

TAX REDUCTION DEVICE MANUFACTURING CO. 

220 W. 1926th St. 


Everywhere, U. S. A. 
Modified Balance Sheet 


Assets Liabilities and Capital 
Current Assets..... $ 200,000 Current Liabilities..$ 100,000 
Plant and Equip Bonded Indebtedness 100,000 
WOE ot se ccs: 500,000 Depreciation Re- 
Fund Investments : a ee ee ee 150,000 
Bond Retirement Capital Stock....... 150,000 
ae 70,000 Appropriated for 
Depreciation fund 150,000 Bond Retirement.. 70,000 
Replacement fund 50,000 Appropriated for 
Contingencies fund 100,000 Replacements .... 50,000 
Appropriated for 
Contingencies .... 100,000 
Appropriated for 
Working Capital.. 50,000 
Appropriated for 
Additions ........ 300,000 
Surplus available for 
dividends ........ nil 
$1,070,000 $1,070,000 


The effect of the revised balance sheet is very dif- 
ferent. If my reasoning is correct, every dollar shpwn 
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on the asset side is reasonably required for the busi- 
ness. The corresponding adjustment of the liability 
side shows that no surplus is available for dividends. 

I think you will find it obvious that in the determina- 
tion of reasonable corporate accumulations, we have an 
accounting problem of major importance and consider- 
able interest. In the case of manufacturing and trad- 
ing corporations, it seems to me that only in rare situa- 
tions can the Commissioner of Internal Revenue ever 
hope to show unreasonable accumulation. He faces 
the same difficulty the stockholder faces when he 
seeks to compel the distribution of a dividend. In other 
words, he must attack the discretion placed with the 
directors by the law. As a matter of fact, the Con- 
gressional Joint Committee on Taxation concedes that 
it is almost impossible to prove the purpose to evade 
surtax. 

While the reasonableness of corporate accumulation 
is largely a question of fact, the point I wish to leave 
with you is that the accounts should show the facts. 
In the handling of these cases, I have been somewhat 
embarrassed by the books of account and forced to ex- 
plain away their shortcomings. I see no reason why 
the books properly kept should not be entirely helpful. 





Evidence of the Value of Patents 
(Continued from page 168) 
expert is not adopted by the Board, his testimony ap- 
pears to be important as corroborative of the value 
found, such as that originally placed upon the patents 
at the time of acquisition, represented by the original 
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entry upon the books or the par of the stock issued 
therefor. In this connection the dealings in stock with 
men, who were qualified and did place a value upon the 


invention in their offers or purchases, have a direct ° 


relation to the valuation of the patent. 


The monetary history of the various phases of the 
business in specific relation to the patent in question is 
frequently discussed. The amounts expended in de- 
veloping and perfecting the invention either by the 
present owner or his predecessor have been adopted as 
the value. Prior royalties, sales of the patented articles, 
or earnings from the patent or the business as a whole 
repeatedly enter into the formula of valuation. Where 
it is demonstrated that future expansion could reason- 
ably have been foretold on the basic date, subsequent 
figures (either actual or expected) of royalties, sales 
and earnings are specifically accepted by the Board as 
evidentiary of the value of patents. 

In an endeavor to outline just what evidence should 
be introduced in a patent valuation case, a safe guide is 
found in the rule laid down in the opinion of the Board 
in Wiggington v. Commissioner (9 B. T. A. 1030) that 
“all of the circumstances affecting the patents must be 
considered.” 


The Income Tax in Wisconsin 
(Continued from page 175) 


balance to the stockholders. The dividend is taxable 
or exempt in total depending on whether 50 per cent 
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of the corporation’s taxable income has been assessed 
and taxed. There seems to be considerable doubt as to 
whether an arbitrary classification of corporations in 
this manner will be held valid. The question has not 
been brought before the courts as yet as the 1927 Act 
provided that the first assessment should be made as 
of June 1, 1928 on the average of 1926 and 1927 net 
income or losses. 


Assessment Based on Average Income of Three 
Years 

Another and very radical change in the theory and 
application of the Wisconsin law was also made during 
the 1927 legislative session. From the first days of the 
law in Wisconsin the income tax was based on the 
theory that it was an annual tax based on or determined 
by the net income of the preceding year, computed at 
the statutory rates provided. In any given instance if 
the result of business operations were successful and 
a net income resulted a tax was imposed. On the 
other hand, if a loss was sustained the only benefit de- 
rived was the negative one that in that year no tax 
was assessed. Much justifiable complaint was heard 
that under that theory the income tax imposed would 
not correctly reflect the taxpayer’s ability to pay. A 
large income might be made in one year upon which a 
tax was levied. In the next year business operations 
might result in a loss but no benefit whatever was 
derived therefrom. A similar. dissatisfaction was dis- 
played concerning the Federal law, which was recog- 
nized by its amendment permitting the carrying for- 
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Typewriter? 


Here’s the machine that big business uses—it’s best 
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Get a rebuilt, five-year guaranteed Underwood while 
this lot lasts! 

Everyone needs a typewriter; this offer leaves noex- 
cuse for not owning your own, standard machine. Try 
it free. Buy it when you have proved it the greatest 
value in the field; on liberal terms. Rebuilt from topto 
bottom, not a worn part in the whole machine. Com- 
plete with tools, cover, etc. Ata dig saving. But 
you'll have to act promptly! 
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ward of the losses of one year against the income of 
succeeding years. 


Furthermore many districts of the state have fallen 
into the dangerous habit of pre-estimating the returns 
from the income tax collections and basing their ex- 
penditures on such estimations. 


In 1927, therefore, it was determined to change the 
theory of the Wisconsin law and base the assessment 
of incomes on an average of three years’ income or 
losses, thus lowering the peak and raising the depres- 
sion of the yearly tax collections, thus making an esti- 
mate of the revenue to be derived more accurately pos- 
sible, as well as to afford the benefit to some degree of 
losses sustained in any given year by carrying them 
into the three year average. 


Just how the new theory of assessment on average 
income will work out is also impossible of ascertain- 
ment at the present time. There are many problems 
which will arise under this method which are not cov- 
ered by the law, and which will have to be ironed out 
as they arise. One is the proper handling of two single 
individuals receiving taxable income in one year, who 
become married the second year and have no separate 
income upon which to base a tax on the average income 
of each. Such problems, however, are not insurmount- 
able and unquestionably the method of assessing an 
income tax on an average income basis instead of on 
the income of a single year is much fairer than was the 
old method. 


From what has been said above it is oni that the 
Wisconsin income tax law is still in a state of flux and 
properly so. Economic conditions are constantly 
changing and an effective revenue measure should be 
changed and adapted to the changing conditions. An 
income tax law lends itself admirably to a meeting of 
variations in economic conditions. As also brought out, 
it also affords the possibility of over-emphasis or even 
misuse by readily lending itself to the imposition of 
surtaxes for raising revenue for special purposes with- 
out consideration as to whether the raising of such 
revenue from the income tax is the most equitable 
method or not. 


Regardless of what may be the future trend of in- 
come tax legislation in Wisconsin, the year 1928 finds 
the income tax law a permanent part of the Wisconsin 
tax system. The seventeen years during which it has 
been in effect has clearly demonstrated its possibilities 
as a revenue producer, and its success has rooted it deep 
in the scheme of taxation in this state. 


The conspicuous success of Wisconsin as what may 
be termed the pioneer in effective state income taxa- 
tion, coupled with that of the Federal Government with 
income taxation as a revenue producer, has quickened 
interest generally in legislation of this character and 
the questions and problems arising in the practical ad- 
ministration of such a state law. One by one other 
commonwealths have taken up and passed income tax 
legislation, and the end is not yet. Without doubt the 
changes in theory and application of the Wisconsin law 
as enacted in 1927 will keep the eyes of those states 
now having income tax laws and those others contem- 
plating their passage turned to Wisconsin in eager in- 
terest to see the result of the practical application of 
the new law. 
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This standard size 25-volume set 
of Modern American Law, cited 
by Supreme Courts as “M. A. L.,”’ 
is the basis of the Blackstone 
course, 











HE field of business venture which comes under the ex- 

amination of the accountant in modern practice has 
become so broad that a thorough knowledge of law and 
equity is well nigh indispensable. 

In an address before the ninth annual meeting of The 
American Association of University Instructors in Ac- 
counting, Mr. Edward E. Gore, C.P.A., of Chicago, and 
a former president of the American Institute of Account- 
ants, said in part: 










“*® ® * The modern tendencies of accounting practice are such 
as * * * call for training in the law in directions that have 
heretofore failed of recognition. This tendency suggests the 
desirability of extending the courses provided for the primary 
education of the public accountant * * *, These courses of 
study are almost entirely of a legal nature. * * * It is cer- 
tain that both the accountant and the lawyer need to know more 
about each other’s profession than 
has ever been the case before.” 


















Spare Time Law Training 


Accountants who appreciate the 
value of additional law study can 
get, where residence instruction is 
impractical, the training they need 
through the extension law course 
conducted by the Blackstone In- 
stitute. 

This course, in addition to the 
usual business law subjects, also 
covers the field of Adjective Law. 
Instruction is given in the law of 
Evidence, Pleadings in Civil Ac- 
tions, Practice in Civil Actions, Equity, Equity Pleading 
and Practice, Attachment and Garnishment, Judgments 
and Executions, Courts, Taxation, Probate Law, Bank- 
ruptcy, Real Property, Landlord and Tenant, Private Cor- 
porations, Partnership, and 45 other subjects. 

Many successful attorneys are graduates of this course. 








tional work. 












teach it to you. 


















The Outstanding Law Course 


_The Blackstone Institute delivers to its students imme- 
diately upon enrollment the complete set of text books for 
the entire course—not one volume at a time. 

This is the famous 25-volume Modern American Law 
library, cited as standard and authoritative by the courts 
of last resort. (See illustration in miniature above.) This 
library forms the basis of the course and because of its 
elaborate indexing system serves immediately as a valuable 
reference work upon the entire field of modern dry law. 


Elaborate Lesson Material 


But the set of text books is only one part of this rather 
unusual course. There is, in addition, the instructive les- 
son material mailed at regular intervals. The lessons 
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A Law Course For Accountants 
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GOOD REASONS 


1. . Blackstone Institute teaches one subject 
only—Law, and its present course is based on 
36 years of experience in non-resident educa- 


2. The instruction method is a combination 
of text reading and study of leading illustrative 


cases—a method recognized as the best and 
most thorough plan yet devised. 
3. The authors of the Blackstone course are 


outstanding authorities 
They know what law you need and how to 
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direct the student’s study efforts carefully, provide him 
with the written work to be done, and call his attention to 
the rules of law pertaining to his regular daily affairs. 
The LL. B. degree is conferred upon graduation. _ 

Included among the prominent legal authorities who 
have contributed text and lesson material to the course are 
Justices Taft and Sutherland, of the U. S. Supreme Court, 
the deans of eight leading resident law schools, and fifty 
po ria professors, lawyers, and state supreme court 
judges. 


Law Training Increases Accounting Practice 


There is evidence to show that advanced law training, 
such as the Blackstone Institute provides, enables public 
accountants to increase their practice and come in contact 
with lines of work they wouid not 
otherwise obtain. 

This explains why in recent 
years accountants have been turn- 
ing to the Institute in constantly 
increasing numbers and it is to be 
noted that the majority of these 
are established practitioners who 
already possess the C. P. A. cer- 
tificate. 


Write for Details 


The complete story of Black- 
stone training for accountants is 
given in an attractive 128-page 
book, “The Law-Trained Man.” A 
copy will be sent you free upon request. 
Use the convenient coupon below or ad- 
dress a post card request to Blackstone In- 
stitute, Dept. 345, 4753 Grand Boulevard, 
Chicago, Illinois. 


in the field of law. 


Blackstone Institute 
Dept. 345, 4753 Grand Blvd., 
Chicago, III. 
Please send me by mail, and without obligation, a 


copy of your free 128-page book, “The Law Trained 
Man,” and details of your law course and service. 
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Amendments of Treasury Regulations 













































tributed in a reorganization, Article 1599 of Regula- 
tions 69 has been amended by T. D. 4144 (VII-15-2) 
by striking out the last sentence of Paragraph (2). Gatien 
This sentence read as follows: 
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ELATIVE to the basis for computing gain or loss which read— 


in case of the sale of stock or securities dis- . Article 39 of Regulations 69, accordingly, will not be 
applied retroactively and is applicable only to sales of stock 
or rights within the terms thereof taking place on or after 
January 1, 1925, the effective date of the Revenue Act of 


The portion of the cost or other basis of the old shares and inserting in lieu thereof the following: 


of stock to be attributed to the shares of new stock shall 
in no case exceed the fair market value of such shares as 
of the time of their distribution. 


. Pili . r date of the Revenue Act of 1926, nor to sales of stock 
REASURY Decision 4018 (C. B. V I-1, Pp. 36) acquired at any time through the exercise of such rights. 
has been amended by Treasury Decision 4145 Article 39 of Regulations 65 will apply to all such sales. 


Inheritance Tax Attorneys, Associated 


Counsel specializing in Inheritance Tax Law, whose services in their respective 
States are available particularly to members of the bar throughout the country. 
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( VII-16-3687) by striking out the second sentence 


Article 39 of Regulations 69, accordingly, will not be 
applied retroactively, and is not applicable to sales of stock 
or rights acquired prior to January 1, 1925, the effective 
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